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FRIDAY, AUGUST 9, 1957 


Unirep States SENATE, 
CoMMITTEE ON ForeiGN RELATIONS, 
Washington, D. C. 

The committee met, pursuant to call, at 10:10 a. m., in the com- 
mittee room, United States Capitol, Senator Theodore Francis Green 
(chairman) presiding. 

Present: Senators Green (chairman), Wiley, Smith, Hickenlooper, 
Aiken, Humphrey, Morse, and Long. 

The CHatrMan. The meeting will please come to order. 

The Committee on Foreign “Relations on July 30, after a public 
hearing on several double ‘taxation conv entions, agreed to report 
them all favorably to the Senate. Subsequently, however, several 
members of the committee received objections to early action on the 
Pakistan convention which had been pending before the committee 
only since July 12. 

At a meeting on August 1, a suggestion was made that the chairman 
proceed with the filing of the reports on the double taxation conven- 
tions with Austria, Canada, and Japan but that he defer filing a 
report on the P akistan convention. 

In the light of that situation, I propose, if there is no objection, to 
reopen the hearings on the Pakistan treaty with the thought that after 
we have completed our hearing today, the committee may wish either 
to reaffirm its action of July 30 or to reconsider its action of that date 
with respect to this convention. 

Our first witness today is Prof. Stanley Surrey, of the School of 
Law at Harvard University, who, I understand, desires to comment on 
some aspects of the Pakistan convention which may not have been 
fully explored by the committee at its meeting on July 30. 

Professor Surrey, we will be glad to hear from you. 


STATEMENT OF PROF. STANLEY SURREY, HARVARD UNIVERSITY 
LAW SCHOOL 


Mr. Surrey. Thank you, Mr. Chairman. 

appreciate the opportunity to be here. 

am professor of law at Harvard Law School, formerly tax legisla- 
tive counsel of the Treasury Department and formerly a special counsel 
to the House Ways and Means Subcommittee To Investigate the 
Internal Revenue Service. 

I have submitted, at the request of Mr. Marcy, a short statement on 
the Pakistan treaty and I would like to read from parts of that state- 
ment and then add a few matters not in the statement, if that is 
satisfactory 

The CHarrman. Proceed as you prefer. 


— 
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RADICAL DEPARTURE FROM PRIOR TAX TREATIES 


Mr. Surrey. The proposed taxation convention with Pakistan is 
a radical departure from prior tax treaties. This is the first tax 
treaty which directly reduces United States income taxes applicable 
to American corporations. All prior treaties simply reduced the United 
States income taxes payable by foreigners. They did not affect the 
United States taxes applicable to Americans. But the proposed 
Pakistan treaty in article XV, paragraph (1) for the first time in our 
treaty experience adopts the policy of using the treaty procedure to 
reduce directly United States taxes on Americans. 


CONVENTION’S TITLE A MISNOMER 


The proposed treaty is entitled a convention for “the avoidance of 
double taxation and the prevention of fiscal evasion.”” This is obvi- 
ously not an appropriate title since the treaty goes far beyond the 
avoidance of double taxation. Under certain circumstances the 
treaty eliminates all taxation of income from Pakistan, double or 
single. Under other circumstances the treaty reduces the combined 
amount of taxes paid below the regular United States rate. Conse- 
quently, an appropriate title would be ‘A treaty to eliminate or re- 
duce the United States corporate income tax otherwise applicable to 
United States corporations operating in Pakistan.” 


CONTRARY TO GENERAL TAX POLICY 


In recent years, the Congress has been urged by the Treasury De- 
partment and others to reduce the rate of United States corporation 
income tax applicable to income from foreign sources. Generally this 
rate is 52 percent. Thus, it has been forcefully suggested that Con- 
gress reduce this 52-percent rate to 38 percent. In 1954, this pro- 
posal was considered at length and then rejected by the tax committees 
of Congress and by the Congress. Since 1954 the tax committees, 
House Ways and Means and Senate Finance, have not given approval 
to similar proposals. As the record therefore stands respecting direct 
tax legislation, the Congress opposes the grant of any preferential cor- 
porate tax rate on foreign income. The proposed treaty, which 
would grant a preferential tax rate to foreign income, is thus, as far 
as one can judge from the public record, directly in contrast to a 
general tax policy recently expressed against such a preferential rate— 
and in this particular instance the treaty can go far beyond the re- 
duction to 38 percent already rejected by the Congress, for it can 
reduce the effective rate to zero on United States corporations. 

This policy conflict, and the consequent importance of the issue, 
are not limited to the Pakistan treaty. Once this preference is 
granted to income from Pakistan, it will have to be extended to a 
great many other countries of the world. The Pakistan treaty, if 
adopted, is thus the forerunner of what will amount to a general tax 
reduction respecting foreign income—a result directly opposite to that 
arrived at in the formulation of our legislative tax policy. 


CONVENTION’S EFFECT ON FOREIGN TAX CREDIT PROCEDURE 


This treaty distorts the whole foreign tax credit procedure. Under 
the foreign tax credit procedure the United States in order to eliminate 
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double taxation has given a credit for foreign taxes paid to other 
countries. This credit is an accommodation to our investors abroad 
who are subject to tax both in a foreign jurisdiction and in the United 
States. The credit insures that the investor abroad is not adversely 
treated as compared with the investor at home. Under this credit 
the burden of double taxation is borne by the Treasury Department. 

The foreign tax credit was directly designed to meet the added tax 
burden of foreign investors. It was not intended to—and until this 
treaty did not operate to—reduce the tax burden on the foreign 
investor below that of the domestic investor. 

This treaty distorts the whole foreign tax credit procedure. It 
gives a credit for a foreign tax not paid. In effect this is what has 
happened. Before the treaty an American corporation with income 
from Pakistan initially would have to actually pay a 52-percent tax 
to the United States. But the Pakistan tax could also amount to at 
least 52 percent. Our foreign tax credit steps in and says to the 
corporation: ‘‘You need only pay the Pakistan tax since that leaves 
you with a 52-percent tax burden on your profits. The United 
States, therefore, under this situation, will forego actual collection of 
the United States tax. You are thus left like any other American 
corporation with a 52-percent tax rate.”’ 

Now, for reasons of its own, Pakistan waives its tax. At that 
point, since there is no foreign tax burden there is no reason for 
the foreign tax credit mechanism to operate. The actual collection 
of the 52-percent United States tax, previously suspended, can now 
be resumed. But this treaty will come along and say that although 
the reason for suspending actual collection of the 52-percent United 
States tax is no longer present, there being no foreign tax, still we will 
not collect that United States tax. 

In effect, the treaty simply reduces the United States tax some- 
times to zero and this particular corporation is relieved of its tax 
burden compared with other American investors—both those who 
invest at home and those who invest in countries other than Pakistan. 

Recently there was considerable discussion in the Senate regarding 
the Aramco situation in Saudi Arabia. Concern was expressed over 
the fact that Aramco did not pay any tax to the United States. 
Whatever may be the ultimate merits of that situation, Aramco at 
least paid a tax of about 52 percent to Saudi Arabia and it was the 
credit of this tax paid to Saudi Arabia which eliminated the United 
States tax. 

At least Aramco had a tax burden of 52 percent on its profits because 
of the tax paid to Saudi Arabia. But under the proposed treaty the 
credit is given for a tax not paid at all and there can, therefore, be no 
tax burden at all. If the Aramco situation is troublesome although 
the explanation for nonpayment of the United States tax is that a 
foreign tax was paid, how much more troublesome is the case where 
the explanation for nonpayment of the United States tax is that ne 
foreign tax was paid. For that is what the treaty does—it treats a 
United States tax obligation as having been met if the corporation 
shows a receipt for a foreign tax never paid. The proposal thus has 
been aptly dubbed as a device to credit “ghost taxes.” 

If such a proposal were adopted and were to spread to other coun- 
tries, then the results would be one United States tax rate applicable 
to United States corporations in Pakistan, another rate applicable to 








4 DOUBLE TAXATION CONVENTION WITH PAKISTAN 


United States corporations in country X, another in country Y, and 
soon. The United States tax rate would in effect be set by the finance 
minister of each foreign country, in the light of that country’s overall 
domestic policies. This would be a far cry from the 52 percent 
United States rate applicable today, whether operations are in 
Pakistan or India or elsewhere. 

It is true today that changes in foreign tax rates affect the actual 
amount of tax dollars collected from a United States corporation. 
But these changes affect only the relative size of the two components 
of the corporation’s overall tax burden—the United States component 
and the foreign component. They, therefore, really affect only the 
amount of loss suffered by the United States Treasury Department— 
they do not affect the tax burden on the United States corporation. 

If the foreign tax rises, our Treasury loses and the foreign treasury 
gains. If the foreign rate falls, our Treasury gains and the foreign 
treasury loses. But the United States corporation investing abroad 
still would have its overall 52 percent burden—just as does the do- 
mestic corporation. 

Our Treasury is willing to take this loss under the foreign credit 
system to prevent a burden higher than 52 percent falling on our in- 
vestors abroad because they otherwise would be subject to two taxes. 

The foreign tax credit is an accommodation to the fact that we live 
in one world with many taxing jurisdictions. But accommodation to 
one world does not require that the actual tax burden on a United 
States corporation should actually fall below a 52-percent burden— 
which under our fiscal policies is the burden Congress believes all 
United States corporations should bear on their profits—because of 
the tax policies of a foreign country. 

Congress has recently and consistently refused to reduce the tax 
burden on United States tax corporations abroad as a matter of policy 
although urged to do so in the interests of foreign investors. 

One reason perhaps for this congressional refusal, in addition to 
the very significant arguments against the advisability and efficacy 
of using tax reduction as an incentive to foreign investment, is that 
the consequent reduction in tax burden would in the main go only 
to the larger United States corporations. This is because only the 
larger corporations are able to invest abroad to any significant extent. 
Congress and the Executive have firmly stated that this is not the 
time to reduce taxes on American taxpayers. The President has 
recently applied this view even as respects small business. It would, 
therefore, seem inappropriate at such a time to reduce taxes by treaty 
on one class of American taxpayers—those corporations which invest 
abroad—especially when that class as a whole is best able to bear its 
share of our heavy tax burdens. 

I just wanted to add one or two other matters. What I have said 


here deals in a general way with the basic policy issue involved in this 
treaty. I tried to indicate that this is a serious issue because for the 
first time by treaty the Congress would be reducing taxes on American 
citizens—and in particular the American citizens involved are Ameri- 
can corporations and by and large the largest and wealthiest American 
corporations, 
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IRRATIONAL DEVICE IN THIS CONVENTION 


That is the basic issue. One can look at a moment at the par- 
ticular device that is being used to accomplish this. This device is 
essentially a highly irrational and one might say an almost fantastic 
particular device. In a sense, to the average layman, it would be 
almost fantastic to say that we will give a credit against the United 
States tax for a foreign tax not ever paid. In effect, the Congress 
would be saying to the American people, one reason why, say, General 
Motors or any other corporation is not paying the same United States 
tax as other corporations, is because it can show a receipt for a foreign 
tax that has not been paid. 

Now, it does seem to me almost fantastic that the Congress would 
put itself in the position of trying to explain that to the American 
public. Their taxes are not being reduced but the taxes on American 
corporations are being reduced simply because the American corpora- 
tion can hand the United States Treasury Department a statement 
saying, ‘‘You did not pay any Pakistan tax, therefore, your United 
States tax is reduced.” 

Now, it has been said that this is necessary because otherwise 
American corporations could not get the advantage of foreign tax 
conventions. 

A somewhat short and direct answer has been given to this by 
Professor Smith in a recent comment. I am quoting from his recent 
paper before the National Foreign Trade Council in 1956. 

The CuarrMan. Can you be a little more definitive? 

Mr. Surrey. Prof. Dan Throop Smith, with the Treasury Depart- 
ment. 

The CHarrMAN. Your reference to Professor Smith was rather 
vague, 

Mr. Surrey. I am sorry. He is well known to me and others in 
the profession. 

The CuarrMANn. How are we to know which Professor Smith you have 
in mind? 

Mr. Surrey. That is correct. To quote from Professor Smith’s 
paper 

It is asserted that our tax system nullifies the tax advantages which other coun- 
tries attempt to offer because the taxes which they forego, by reducing the tax 


credits which we allow, simply increase the tax in this country by the same 
amount. 


That is in a sense the argument advanced for the Pakistan Treaty. 
To continue the quote: 

This criticism is greatly exaggerated; it is valid only when foreign operations 
are conducted directly rather than through foreign subsidiaries ‘or through for- 
eign subsidiaries from which all income is currently withdrawn. 

Where foreign subsidiaries are used, the common expectation is that early 
earnings will be retained indefinitely and used for expansion. Typically the 
period of retention for expansion will equal or exceed the period of tax conces- 
sions; and, when this is the fact, the foreign tax concessions are fully effective. 

By and large, the overwhelming amount of United States foreign 
investment is in foreign subsidiary form; and, consequently, under the 
foreign subsidiary form foreign tax concessions are effective. 

Consequently the need for this treaty is really very limited. The 
question, therefore, is why such an irrational device was picked? 


96523—57 2 
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Further, with respect to the irrationality of this particular device, 
if you really examine it, it tends to favor those foreign tax systems 
which are poorly conceived, unrealistic, and unstable, as compared 
with the more realistic and stable foreign tax systems. Yet, in the 
interest of American foreign investment, it would be to our interest 
to encourage realistic and stable foreign tax systems. 

Yet this treaty device has just the opposite effect. I might illus- 
trate that in this fashion. 

Suppose country A has a 35-percent corporate tax rate. It decides 
after examining its tax policy that it will keep that rate of tax; it 
will improve its administration; it will develop a stable and reason- 
able corporate income tax. 

Country B also has a 35-percent tax rate. It decides it needs 
revenue. It raises its tax rates up to 55 or 60 percent. This is what 
some underdeveloped countries do. It puts on excess profit taxes 
and soon. Then it begins to realize that this may discourage invest- 
ment and then it is faced with a dilemma. So, what the country 
does is to grant a lot of tax concessions. The treaty device would 
favor this country B as against country A, although the same net 
tax result has been achieved in both countries. But the first country 
has kept a low and stable rate, whereas the second country has got 
a very erratic tax structure. And this is not fanciful. Japan has 
reduced its corporate rate from 55 percent to 40 percent and 35 
percent in the interest of a stable tax system and in the interest of 
encouraging investment. 

This treaty device would not do anything in the case of a countr 
like Japan. But in the case of some underdeveloped countries which 
have unstable tax structures, this treaty device would favor those 
countries, which is just the opposite of what it seems to me our policy 
should be. 

Pakistan itself is not satisfied with its tax system. It has recently 
appointed a tax inquiry commission to consider revision of the entire 
Pakistan system as not being adapted to private, domestic, or foreign 
investment. 

If Pakistan were to decide that it would be sensible to have a low 
and stable corporate rate, say, 35 percent, then, they would get no 
concessions under a treaty of this character. 

The result is that this treaty really injects United States policy into 
the policies of these foreign countries, their tax policies, and favors 
countries with unstable and erratic tax systems. 


EFFECT OF CONVENTION ON UNITED STATES TAX RETURN 


One other point. Under this treaty, the United States tax return 
is really placed at the mercy of foreign tax administration because 
under this treaty the question will be how much foreign tax was not 
paid. That has to be determined by foreign tax administrators. 
The administration of taxes in underdeveloped countries is by and 
large very weak, and one might say in many cases corrupt. 

That is unfortunate but it is true. They are trying to improve 
their systems but they do so slowly. 

Up to now, foreign tax administration has not directly affected 
United States taxes. Consequently, the weakness of an audit of an 
American concern in Pakistan does not affect the United States tax. 
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Under the treaty device, the United States tax directly depends upon 
the effectiveness of an audit by a Pakistan tax administrator. if he 
makes a mistake, if he decides that this exemption that Pakistan gives 
is applicable when it should not be applicable, if he makes any mistake 
at all, the United States tax is reduced. 

In other words, we place our taxes at the complete risk of foreign 
tax administration. 

In many countries, taxes are arrived at by a bargaining process, 
negotiation between the company and the tax administrator. They 
do not like this in these foreign countries and they are trying to im- 
prove their tax administration. This takes a long time. Under this 
particular treaty and this proposal, the bargaining that goes on is not 
only bargaining about foreign taxes. It is bargaining about the 
United States tax. The bargaining that goes on between the American 
corporations and the foreign tax administrator is a bargaining which 
affects the taxes in this country and yet we by and large have nothing 
to say about it. 

Our tax agents cannot police all the foreign countries, they cannot 
know the laws of all these foreign countries, they cannot be expected 
to. Yet, under this treaty proposal, our taxes for the first time are 
being placed at the risk and at the mercy of foreign tax administration. 


HISTORY OF PROVISION IN CONVENTION 


One or two other points. This particular device has a very interest~ 
ing history. As far as I can tell, it was first suggested in a British 
Royal Commission report in 1953. That Commission was interested in 
examining into the question of aiding British investment abroad 
through tax policy. The very interesting thing about it 

The CHarrMANn. Where was it suggested? 

Mr. Surrey. A British Royal Commission report published in 1953. 
This British Royal Commission was charged by the Chancellor of the 
Exchequer to investigate the British tax system as it affected British 
investment abroad. 

The Royal Commission came up with exactly this device that has 
been suggested in the Pakistan treaty, and it recommended to the 
Chancellor of the Exchequer and to the British Parliament that the 
British adopt this device as a method of meeting the problem. 

It was debated in Parliament in 1953 and the Chancellor of the 
Exchequer asked for more time to study it. 

It was debated in 1956, the same proposal that you have before you 
now, debated in the country where it was originated. The Chancellor 
of the Exchequer said he still wanted to look into the question. In 
1957, the Chancellor of the Exchequer rejected this proposal and 
offered another solution which brings the British up to our present 
treatment of foreign investors. 

Up to now, the British have been less favorable to treating the 
foreign investment—— 

The CuarrmMan. Favorable to whom? 

Mr. Surrey. The British. The interesting thing is that the device 
which their royal commission suggested was disapproved by the 
British. This device is not in the British tax treaty with Pakistan. 
You would not find it there. Yet, the device originally, as far as I 
can see, saw the light of day in a proposal of a British royal commission. 
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It indicates that they had second thoughts about the device. What 
I am in a sense suggesting to this committee is that it have second 
thoughts about this particular device. 


CONFRONTING CONGRESS WITH CHOICE AMONG TAXPAYERS 


Now, there are other things—if time would permit—I would like to 
point out. This device injects some very interesting congressional 
choices among American taxpayers that this committee will have to 
make for the first time. 

Pakistan exempts the salaries of foreign technicians if they go to 
Pakistan for 2 years. The American individual who goes to Pakistan 
does not get any tax relief under this treaty, even though there is a 
Pakistan concession. Under this treaty the tax concession given to 
United States corporations in Pakistan does result in a reduction of 
the tax on American corporations. Also, the committee is being 
asked really to pick and choose among American corporations for the 
first time in its history. Pakistan, in this treaty, reduces the rate of 
Pakistan tax to zero on royalties going from Pakistan to the United 
States, royalties on patents, ‘‘know-how’’, and so on and so forth. 
This does not, by and large, help American investors. They would 
still pay their American 52-percent tax rate on these royalties. But 
the tax concessions that Pakistan gives to manufacturing companies, 
will under this treaty reduce the United States tax rate on manufac- 
turing companies or oil refineries and so on, but not_on companies 
which simply invest in Pakistan through patents. It is not that 
patent investment is unimportant. Patents are important in Paki- 
stan. But this committee is asked to choose—in effect to decide— 
which American taxpayers get their taxes reduced. This is the first 
time this committee has been asked to do this. 

Once this process starts, it cannot be stopped. This committee 
will not have any rules or any standards by which to discriminate 
among foreign countries in the end. 

Tax concessions are pretty much the same thing in most of the 
countries. It would be hard put to choose between Pakistan and 
Cuba and the other Latin American countries. And, by no means, 
have the impression that the tax concessions given by Pakistan are 
highly selective concessions. They are not. Pakistan grants this tax 
concession to any industrial undertaking that employs : 20 persons or 
less 

The CHarrMANn. From any country? 





REASONS FOR OPPOSITION TO CONVENTION 


Mr. Surrey. From any country or employs 10 persons or less and 
uses power. That is hardly a selective process. In conclusion, what 
I have tried to indicate is that this is a basic matter of policy; that 
this new approach is one which for the first time reduces taxes on 
American corporations and can reduce the tax rate on American 
corporations to zero; that it is contrary to recently established tax 
policies; that it uses a his ghly irrational device which in a sense favors 
the wrong countries abroad and will inject the United States much 
more than it ever has been involved in the tax policies of foreign 
countries; that it subjects the taxes which Americans pay to the mercy 
and the risk of foreign tax administration and the bargaining of foreign 
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tax administrators. Consequently, it seems to me a highly unwise 
policy for this committee to initiate. 


"HISTORY OF PROVISION IN CONVENTION 


The CuarrmMan. Do I understand, to sum it up, that this provision, 
in your opinion, as a result of your studies, is unique, and that a 
similar provision has never been made in any place at any time 
before? 

Mr. Surrey. It is always a risky statement to answer yes, Mr. 
Chairman, to such a question but as far as I can tell that is true. 
The persons who originated it have now apparently disapproved it. 

The Cuarrman. Did this originate in England first? 

Mr. Surrey. As far as I can “tell that is the first time I have come 
across it in any serious form. For all I know, it may have been 
suggested by some Americans before that, but its first serious form 
was in England. 

The CHatrMaANn. That has never been put in anywhere? 

Mr. Surrey. As far as I know that has not. 


METHODS OF AIDING UNDERDEVELOPED COUNTRIES 


The CuarrMan. Any questions? 

Senator Smirn. I would like to ask a question. 

Mr. Surrey, are you familiar with the work we have been doing for 
a year to revise and think through generally, our so-called foreign aid 
program? Are you familiar with the studies undertaken for the Special 
Committee to Study the Foreign Aid Program? 

Mr. Surrey. Senator, only in a general way. Jamataxman. I 
do not profess to be an expert in forei ign policy. 

Senator SmirnH. You are focusing on a small part of an enormous 
policy. This Pakistan treaty is presented to us as one of the first in 
our new thinking, in our revolving loan program concept, our attempts 
to save our taxpayers by inducing private investment to go into these 
countries. There are a number of underdeveloped countries and our 
chief emphasis is on helping them to build their economies. 

We have a choice of making grants as we have had before, of which 
we do not approve, or making loans which we want to limit as much 
as we can, or inducing private investment to go into these countries. 
Apparently you have no interest at all in the fact that inducements 
are necessary to help American business people to move investments 
into underdeveloped countries. We have to have that incentive or 
we will not be helped in our overall program. This is a very compli- 
cated subject, but it seems to me that you are limiting your statement 
to simply the tax part of it which is an infinitesimal part of the 
whole thing. 

Mr. Surrey. I think I might say one reason I am addressing myself 
to the tax part is because w hen all is said and done, the matter before 
this committee is a tax proposition. That is what it is. I am address- 
ing myself to a clause in a tax treaty. 

The refore, it seems to me that it might be of some assistance to the 
committee to discuss how this particular tax device works. 

Senator Smiru. Very valuable. 

Mr. Surrey. That is why I address myself to taxation. 
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Senator Suir. We are seeking to find a sound formula for the so- 
called underdeveloped countries where it is not attractive for American 
capital to go in because of the risks. We want to induce American 
capital to go into those countries in order that our taxpayers may be 
relieved from continuing the kind of aid they have given in the past. 

So we have to make an inducement to our people taxwise or other- 
wise. Perhaps you have another formula to induce business to go 
into Pakistan? 

Mr. Surrey. I might indicate that I thought this was a particularly 
unsound way of approaching this. 

Senator Smirx. Do you have an alternative? What do you suggest 
we do in Pakistan, Iran, Iraq, and a lot of underdeveloped countries 
when we want to help their economies and we want to induce our 
American businessmen to go in. 

What do you suggest we do in lieu of this plan? 

Mr. Surrey. That, of course, is a very major question. I think I 
would tend to say—and this is in part the experience of tax history, 
that tax concessions are probably not the most effective way to do it. 
Even in the tax field, there are better things to do than this. 

Senator Smirn. Should we subsidize these countries? 

Mr. Surrey. No, I do not think so. That, of course, would have 
to be decided independently in each case and you would know at 
least whether the subsidy went to a country that needed it. 

Senator Smirx. You argue as though we were exempting United 
States Steel from all taxes abroad? 

Mr. Surrey. That is exactly what this treaty does in some cases. 

Senator Smirx. What part of the United States Steel income comes 
from that? 

Mr. Surrey. This treaty will exempt from American tax those 
American corporations who invest in Pakistan and under certain 
conditions 

Senator SmitH. Only to the extent that their business is in Pakistan. 
That may be a very infinitesimal part of their total income. It might 
be right to let them do that, to encourage United States Steel to help 
Pakistan. It would be a wonderful thing if we could get United 
States Steel to help these underdeveloped countries and relieve our 
taxpayers from putting up money for that purpose. 





AMOUNT OF FOREIGN INVESTMENT IN PAKISTAN 


Mr. Surrey. As a matter of fact, as the statement I read from 
Professor Smith indicated, by and large, Americans can take advan- 
tage of the Pakistan tax concessions 

Senator SmitH. You mean Mr. Smith of the Treasury Department? 

Mr. Surrey. Yes; without this treaty concession. Pakistan has 
had this tax concession since 1948. American corporations with sub- 
sidiaries in Pakistan can take advantage of this tax concession. The 
amount of foreign investment in Pakistan since 1948, my impression 
is, is probably not above $20 million, using figures from the recent 
Pakistan 5-year plan report. That report goes on to say that the 
amount of foreign investment expected in Pakistan over the next 
5 years under their estimate from all countries is $100 million and they 
expect to get it largely from oil. That is their hope. 

Senator Smitu. You are bringing the oil question into this? 
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Mr. Surrey. No, I am indicating foreign investment 

Senator SmirnH. The oil question is a separate issue. I realize the 
problem in oil. 

Mr. Surrey. | am trying to indicate what Pakistan’s own estimate 
of the situation is, from the Pakistan 5-year plan recently issued. 
Their estimates are realistic. The per capita income in Pakistan is 
about $50 a person. You cannot expect much foreign investment in 
a country like that. 

Senator Smiru. That is our problem. 

Mr. Surrey. That is right. 

Senator SmirH. We want to encourage it, however. 

Mr. Surrey. The country itself realizes that it will take 5 to 10 
years and then, without tax concessions, people may invest in Pakistan. 

Senator Smiru. Those are all the points I wanted to bring out. 


EFFECT OF TREATY ON DOMESTIC TAX LAW 


The CHarrMAN. Senator Humphrey. 

Senator Humpnrey. I want to, first, thank Dr. Surrey for coming 
here and for the fact that he alerted me to what was in this very 
unusual convention or treaty. As I understand your statement, 
Professor Surrey, if we approve and ratify this particular convention, 
it is your view, is it not, that this will establish a precedent and a 
pattern which ‘will possibly open up other treaties for similar tax 
concession rights? 

Mr. Surrey. Yes, sir. 

Senator Humpurey. Do I understand you to say that you feel that 
article XV of this treaty really governs American tax law relating to 
foreign investments in Pakistan? 

Mr. Surrey. Yes, sir; and under that article for the first time in 
any treaty the Congress i is being asked to reduce taxes on American 
corporations. It has never done so in any previous treaty. 

Senator Humpnrey. In other words, it would be affecting tax law 
through the treaty mechanism? 

Mr. Surrey. That is correct. 

Senator Humpurey. And writing tax law through the Foreign Re- 
lations Committee in a sense and through the State ‘Department ‘rather 
than doing it through the Finance Committee or the House Ways and 
Means Committee? 

Mr. Surrey. Writing tax law of a most peculiar type. The double 
taxation treaties up to now which this committee has considered have 
reduced United States taxes only on foreign persons. They have not 
reduced United States taxes on American citizens or corporations. 
This treaty for the first time injects this committee into that process 
and injects it right into American tax policy. 


TAX CONCESSIONS AS INCENTIVE TO FOREIGN INVESTMENT 


Senator Humpurey. Professor Surrey, I am sure you would agree 
with what Senator Smith said about the desirability of promoting 
American investment abroad as a means of supplementing and 
strengthening and broadening our foreign economic program. Do 
you agree with that general objective? 
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Mr. Surrey. Yes, sir. 

Senator Humpurey. Is it your view that this type of unusual 
treaty or the provisions of this treaty are not necessary in order to 
encourage foreign investment? 

Mr. Surrey. That, Senator, is my view. I want to say you can 
get on endlessly debatable ground when you consider the extent to 
which tax incentives will encourage or not encourage anybody to do 
anything. You generally find that when persons are faced with prob- 
lems in this world, or their industry is in bad straits, the first thing 
they do is to ask for a tax concession and no one has any way of prov- 
ing what would have happened with or without that concession if 
they get it. 

Basically, it is dangerous to offer tax concessions to anyone. Con- 
gress is finding that out and is withdrawing 5-year tax amortization 
from American corporations. 

That was a general device but they found difficulty with that. As 
a particular device this treaty proposal is one of the most unsound 
incentive devices that could have been thought of. ss 

Senator Humpurey. Under present treaties, we allow a tax credit 
only for actual taxes paid abroad; is that right? 

Mr. Surrey. That is correct. 

Senator Humpurey. That permits the American corporation to 
deduct that amount from its tax payments here in the United States; 
is that right? 

Mr. Surrey. That is correct. They can credit the foreign tax 
against their American tax so they do not have a double burden. 

Senator Humpurey. Provided they have paid it. 

Mr. Surrey. That is right. 

Senator Humpurey. What does this do that is different from that? 

Mr. Surrey. This one says to the American corporation, you can 
reduce your tax and sometimes in some cases you can reduce your tax 
to zero by showing a receipt for a Pakistan tax not paid. The way 
you reduce the American tax is simply to show that you did not pay 
a tax in Pakistan and, therefore, you do not have to pay a tax in the 
United States. 

Senator Humpurey. I wanted to bring this point out. This is 
almost unbelievable. I do not know who concocted this particular 
convention but this is the most unusual type of a treaty that I have 
ever seen. 

I frankly did not understand its full implications when I first 
heard about it. 

I am very grateful for the memorandum you sent to us. It opened 
my eyes to the possibilities of a whole chain reaction of tax treaties 
that could get us into serious trouble. 


AMERICAN CORPORATIONS INVESTING IN PAKISTAN 


Who are the beneficiaries in interest under the proposed conven- 
tion; do you have any idea? 

Mr. Surrey. That is a hard question to answer, Senator. Any 
American corporation who would have investments in Pakistan will 
have its United States tax reduced, could have its United States tax 
reduced under this treaty. I am not directly familiar with which 
American corporations are or are not investing in Pakistan. J 
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might say that obviously as this spreads around the world, the largest 
beneficiaries are bound to be the biggest American corporations, 
because by and large it is only the larger American corporations that 
have the capital, the manpower, the management resources and the 
know-how to go abroad. 

Senator Humpurey. This is, in fact, another what we call “tax 
loophole.” 

Mr. Surrey. You see here the beginning of what 5 or 10 years 
from now will be described as a distinct loophole in the United States 
tax law. This is exactly how loopholes start from innocuous clauses. 


CONVENTION AS A PRECEDENT 


Senator Humpurey. I want the record to note, and I believe I 
have the transcript of the hearings of July 30, which I have examined, 
that the administration spokesmen, the people from the executive 
departments who were here, frankly said that this convention was 
to be used as a precedent, that it would be the beginning of an en- 
tirely new program on tax conventions. 

Mr. Surrey. That is right. 

Senator Humpurey. So, my question was directed to the point, 
namely, that if you start with this one, once those who have pre- 
sented it to us have stated frankly and candidly that it is to be used 
as a precedent, you do in fact permit foreign countries to alter domestic 
American tax schedules? 

Mr. Surrey. That is correct. 

Senator Humpurey. We do it through a convention—— 

Mr. Surrey. That is correct. 

Senator Humpurey. Which establishes for the first time, as I under- 
stand it—you say ‘“‘in your knowledge,” and you are a tax expert- 
such a precedent where a foreign country really determines our tax 
schedule—— 

Mr. Surrey. As far as I know— 

Senator Humpnurey. Insofar as that income is earned in a foreign 
country. 

Mr. Surrey. As far as I can tell, that is so. I have not seen it in 
any other tax treaty. 


UNITED STATES INVESTMENT ABROAD 


Senator Humpeurey. I will not take any more of your time except 
to say again, there is such a thing as encouraging foreign investment. 
I believe in it quite strongly. We had a discussion here vesterday 
about additional guaranties. We have already made guaranties for 
loss from insurrection, rebellion, confiscation and I imagine a couple 
of other categories. Yesterday, we put some additional guaranties 
in a conference report on mutual security, for losses that might come 
from operating capital loans where there was something that went 
wrong, practic: sally taking the risk out of the entire capitalistic sys- 
tem, ‘underwriting to great lengths, I do not say all the way. This 
is a further underwriting for the purpose of encouraging business. 

Is this not another way of saying to American business that in 
order to get you to do what you ought to do anyhow, if it is a sound 
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business proposition, the Government of the United States is willing 
indirectly to give you almost a sort of bribe? 

Mr. Surrey. I think it comes down to saying, ‘“‘We will give you 
in many cases a distinct tax windfall for doing something that you 
would have done anyway.” That is exactly what this comes down to. 

Senator Humpurey. I do not believe business ought to invest for 
practice. I believe in the profit system and the investors are en- 
titled to a very good profit in overseas investments because there are 
many risks involved. I believe the Government does have an obli- 
gation for overseas investment. I do not think the Government of 
the United States has an obligation to take out all risks. If you are 

oing to do that, you ought to do it not on the basis of favoritism. 
en ought to do it as a public policy for big and little rather than by 
selective processes which represent a selec ‘tion made on the part of the 
individual company. The truth is that only the larger companies are 
going to make these investments. 

Mr. Surrey. That is correct; by and large, American investment 
abroad is concentrated in the largest American corporations. 

Senator Humpnrey. Thank you very much. 

The CuarrMan. Senator Wiley, have you any questions? 

Mr. Witey. Not at this time. 


FOREIGN TAX CREDIT PROCEDURE 


The CHarrMAN. Senator Hickenlooper. 

Senator HickENLoorER. Yes, I want to get this straight. 

I am sorry I was not here when you started your testimony and | 
want to clarify in my own mind some of these points. 

Mr. Surrey. Yes, sir. 

Senator HickeNnLooperR. As I understand it, this provision goes 
beyond, in your view, a straight credit against taxes paid to “the 
United States Government by an American corporation for the amount 
of taxes which they actually pay in Pakistan on business generated in 
Pakistan? 

Mr. Surrey. That is correct. 

Senator HickmENn.LooprrR. There is nothing unusual about that ex- 
cept that it is in a treaty provision. We have had concessions in the 
past; have we not? 

Mr. Surrey. No, sir. 

Senator HickKENLOOPER. Not in treaties, but in domestic law. 

Mr. Surrey. In domestic law—— 

Senator HickENLooper. By ‘‘concessions,”’ I mean “credits. 

Mr. Surrey. Yes. I might say, Senator, that the United States 
has been in the forefront of aiding American investors abroad and has 
done it through our tax credit system. We prevent a doubling up of 
taxes by giving a credit against the United States tax for the foreign 
tax actually paid. 

Senator HickENLooper. That is what I mean. 

Mr. Surrey. Yes. 

Senator HickENLoopeEr. So there is nothing unique in that. 

Mr. Surrey. That has been done by statute not by treaty. 

The CuarrMan. Sorr y to interrupt but I have word that there is a 
live quorum being asked for on the Senate floor, and I suggest that 
we adjourn and come back here at 8 past the hour. 


”? 
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Senator HickeNLooper. I went up and answered the live quorum. 

Senator Smrru. I have answered it. 

Senator Lone. Why not 3 minutes? 

The CuarrMan. You can go up one at a time. Senator Aiken. 

Senator ArkEN. I will be back. 

The CuatrMan. You can proceed, Senator Hickenlooper. You 
have already been up. 

Senator HickenLoorrrR. Unfortunately, | was not here when the 
hearing was held a week or so ago on this treaty. 


ARTICLE XV OF THE CONVENTION 


Mr. Surrey. This treaty is unique in one sense—this is really 
what it comes down to in one sentence. 

In one sentence this treaty gives a credit against United States 
taxes for a Pakistan tax not paid. 

Senator Hic /KENLOOPER. Does that come in paragraph 2? 

Mr. Surrey. That comes in—if I can get a copy of the treaty here. 

Senator Smrru. Article XV. 

Mr. Surrey. Article XV, second sentence. 

Senator HickENLOopPER. Yes; the second paragraph. 

Mr. Surrey. It is that sentence, that I am directing my remarks 
to. 

Senator HickENLooprER. So far as paragraph 1 of article XV 
concerned, are you raising substantial objection to that? 

Mr. Surrey. No. That is merely a restatement of what is in 
United States law anyway. Without that sentence the result would 
be the same. 

Senator HicKENLOOPER. So, you are directing your criticism of this 
treaty, in the main, to the tax phase in paragraph 2? 

Mr. Surrey. No; 1am sorry, to the second sentence of paragraph 1. 

The first sentence merely states the general proposition that, under 
the United States tax law, a credit will be allowed against the United 
States for Pakistan tax paid. That has been true since 1918. The 
language beginning ‘‘For the purposes of this credit——— 

Senator HicKENLOOPER (reading): 
there shall be deemed to have been paid by a United States domestic corpo- 
ration the amount by which such Pakistan taxes (other than the business profits 
tax) have been reduced under the provisions of section 15—B of the Income Tax 
Act, 1922 (XI of 1922) as in effect on the date of the signature of the present 
Convention: Provided, That any extension made by law of the period within which 
an industrial undertaking may be set up or commenced in order to obtain the 
reduction provided in section 15-B shall be deemed to be in effect on the date of 
the signature of the present Convention. 

Mr. Surrey. That is correct. 

Senator HicKENLooPER. In other words, if they reduce taxes against 
a corporation doing business in Pakistan by 50 percent, let us say, 
over there, then, your position is that the operating corporation does 
not pay that 50 percent but gets credit on its American taxation for 
the 50 percent reduction which is not paid? 

Mr. Surrey. That is correct. 

Senator HickENLooprER. I wanted to be sure that was what you 
said. 
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Mr. Surrey. That is correct. 

Senator HickENLOoPER. Now, so is it that sentence—the rest of 
article XV to which you direct criticism? 

Mr. Surrey. Just that sentence. 

Senator HickenLooprer. That provision. 

Mr. Surrey. Just that.one sentence, Senator, is the sentence that 
is involved. This is the sentence that causes the trouble. 


OPERATION OF FOREIGN TAX CREDIT 


Senator HickENLOoPER. Let me ask you this: If an American cor- 
poration paid its full taxes on its domestic income, under certain cir- 
cumstances in the past the situation has been that this double taxa- 
tion charge applied where they also had to pay income taxes on what 
they generated in some foreign country and that piled up the taxes 
on them? 

Mr. Surrey. That is right. For exactly that reason as far back 
as 1918, the Congress adopted the foreign tax credit. That says, if 
you can show you have paid a foreign tax, the United States Treasury 
will forego collection of its tax from you up to that amount. 

Senator HickeNLooper. We do that with income taxes, too, in 
many States which have a reciprocal credit basis. 

Mr. Surrey. | do not recall that the States permitted a credit 
where the tax is not paid. 

Senator HickeNLoopeER. I do not recall that. 

Mr. Surrey. That keeps the burden at a constant level and the 
burden does not go up if the corporation has invested abroad. 

Senator HickENLooPER. Would you have the same objection—let 
me put it another way or maybe I can simplify it by putting it the 
way I started to—if an American corporation would pay a full tax 
on business done in the United States and then if it had a very favor- 
able tax concession, let us say, in Pakistan, it would get credit for 
that, not on its American taxes, but then they would not be charged 
in Pakistan, that is, as income for tax purposes. 

Mr. Surrey. In Pakistan? 

Senator HickENLOoPER. No. Maybe I am not making myself 
clear because I do not quite understand what I am trying to get at 
myself. That always makes it difficult. 

It really makes it worse for the questioner than the person who is 
answering the question. 

What I am trying to get at is this. Let us say ‘the original idea 
was that a corporation in this country does business here in the main 
but it also does business in Pakistan. Actually, its tax structure is 
set up on its overall business, profits, what it makes in Pakistan and 
what it makes here. But it gets a credit normally for the dollars or 
the amount paid in Pakistan on Pakistan-generated business income 
tax. It gets credit on that overall total of income taxes. That is 
roughly correct; is it not? 

Mr. Surrey. The credit is limited against United States tax on 
income from Pakistan. The United States taxes income worldwide 
when the income comes to the United States taxpayer. If Americans 
invest abroad in foreign subsidiaries we do not collect any tax until 
the money comes back to the United States in dividends. When it 
comes back to the United States, we then say it is like the dollars 
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that any United States corporation earns, it should pay a 52-percent 
tax. But we do say, if on those dollars which have come from abroad, 
those dollars come with a tax charged abroad, we do not want a 
double burden, so we give a tax credit. 

Senator HickeNLoopER. We try to equalize it. 

Mr. Surrey. Yes. So you are not prevented from going abroad. 

Senator HickeNLoorerR. The total income from this corporation 
here and in Pakistan being the broad general base in taxation—I mean, 
if the money comes back here—if they pay the tax in Pakistan, they 
get a credit. 

Mr. Surrey. That is right. 


INVESTMENT INDUCEMENTS 


Senator HickeNLooper. If Pakistan gives them an inducement by 
reducing the burden of that tax in Pakistan by 25 percent from wuat 
it would ordinarily be, then, you object to the fact that the corpora- 
tions pick up in the nature of profit, as I understand it, that 25 percent 
which is the amount of the reduction of what ordinarily or otherwise 
would have been the tax? That amounts to a profit to them; does it 
not? 

Mr. Surrey. Well, you say it amounts to a profit to them. It 
amounts to reduced tax in Pakistan. Suppose the corporation earns 
$100. Normally, that corporation pays a United States tax of 52 
percent. Now, you look at the Pakistan situation and Pakistan has a 
tax of 52 percent, let us say. We say to the American corporation 
we do not want you to have the double burden of paying the 52 percent 
in Pakistan and another 52 percent in the United States. We will 
forego collecting the United States tax as long as you have the burden 
of the Pakistan tax. But when we forego the collection of the United 
States tax it leaves this corporation burdened with a 52-percent tax 
just like any other American corporation. Therefore, the investor 
abroad is not favored as against the investor at home. 

Now, Pakistan comes along and says for certain reasons they will 
reduce their tax to zero. At that point there is no reason for us to 
forego collection of the United States tax because the only reason 
collection was foregone up to that point was because if we had pressed 
for collection of the United States tax we would have increased the 
burden on this corporation above 52 percent. This treaty says under 
these circumstances, although the reason for foregoing collection of 
the tax is no longer present, there being no double burden, still we 
should not collect the tax. 

Senator HickeNLooper. It gets right back to this point in this 
treaty, which I assume at least represents the support made for this 
sentence, that whatever that reduction was, it would be by way of 
an inducement or a specially favored concession for whatever hazards 
or difficulties of going into a foreign country and establishing a busi- 
ness represented, whatever they might be, so it would be an induce- 
ment, and the local property, while it would get no favored treatment 
regarding its business so far as the United States is concerned, would 
get a lower reduced tax burden by the Pakistan tax. So they would 
be favored to that extent and, as I mentioned a moment ago, that 
would be in the nature of additional profits. there. 
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So, if it could be justified at all, it would be justified on the policy 
of inducements, that is, making it more worthwhile by way of dollar 
or profit inducement. 

Mr. Surrey. Which as recently as 1954, as a matter of general tax 
policy, the tax committees in Congress de cided was unwise. 

Senator HickenLoorer. Thank you. I understand your position. 


REFERRAL OF CONVENTION TO SENATE FINANCE COMMITTEE 


The CuarrmMan. Senator Morse. 

Senator Morse. I have only one or two questions. 

First, I want to serve notice that I shall make a motion before the 
committee that any final determination of this treaty shall be post- 
poned by the committee until the tax phases of it are submitted to 
the Senate Finance Committee for action or recommendation by it, 
because if I have ever seen anything that involved the jurisdiction 
of two committees, this does, and I do not think that the Foreign 
Relations Committee ought to proceed to take action on a treaty 
that has such a terrific effect on the tax structure of the United States 
without our own tax committee, our own Finance Committee, having 
at least an opportunity, if it so desires, to present to us its reaction 
to this section of the treaty. At the proper time, I shall make that 
motion, for postponement of action until the Finance Committee 
of the Senate considers this tax matter. 

Professor Surrey, I want you to know that I appreciate very much 
the seminar I have attended this morning. It was not my good 
fortune to be at the meeting of the § Senate Foreign Relations Com- 
mittee when this matter was taken up because ‘of a conflict with 
another committee of the Senate meeting, which is a practice we find 
ourselves in so frequently. So, this is all new to me. I shall reserve 
final judgment until I hear the representatives of the Treasury 
Department, but I have tried enough cases and sat in judgment 
enough to know when I have listened to a prima facie case, and you 
have made one and a strong one. 


EFFECT OF CONVENTION ON AMERICAN TAXPAYERS 


Professor, would you say that in a very real sense what this does 
amount to is the payment of a subsidy by all the American taxpayers 
to an American corporation investing in Pakistan that comes within 
the terms of the treaty? 

Mr. Surrey. Yes, Senator, you can say that. That is the effect 
in this case. 

Senator Morse. A question has been asked you in regard to our 
overall foreign aid economic program from the standpoint of national 
policy. Of course, may I say respectfully that there are some of us 
who were not quite as enthusiastic about some phases of this loan 
program for a considerably long period in advance. Some of us fear 
just such sort of gimmicks as I think are involved in this giveaway. 
But as a matter of national policy, Professor, do you think it is a wise 
policy to have a foreign loan program that is based upon discrimina- 
tory advantages given to some American corporations, large advan- 
tages, which are not shared by other American corporations? 

Mr. Surrey. No, sir. 

Senator Morsr. That may be small? 








DOUBLE TAXATION CONVENTION WITH PAKISTAN 19 


Mr. Surrey. No, sir. I think that this particular device is an 
unsound device and it has elements of windfall to a great many inves- 
tors who would invest without this particular device and who simply 
get the benefit of the windfall. 


AMERICAN INVESTORS ABROAD 


Senator Morse. One last question. The Senator from Minne- 
sota, Mr. Humphrey, was talking about the protections that we have 
given to American investors abroad—protections against insurrections, 
riots, nationalization of industry, and so forth. Does it follow that 
when an American corporation invests abroad, it operates abroad 
without any costs to the American taxpayer at home? 

Mr. Surrey. I am not sure I understand. 

Senator Morsr. Let me make it more specific. 

When an American corporation invests and operates abroad, 
invests and operates under America’s foreign policy abroad; does it 
not? 

Mr. Surrey. That is correct, Senator. 

Senator Morse. It operates under the canopy of a great deal of 
American protection abroad; does it not? 

Mr. Surrey. That is correct. 

Senator Morse. That protection is not costless to the American 
taxpayer? 

Mr. Surrey. No, I might say as a matter of fact as to the basic 
foreign tax credit itself, that is a cost to the United States because 
the United States Treasury foregoes collection in favor of the foreign 
treasury so as not to subject the American corporation to two taxes 
but it does that at least only when a tax is paid. 


PRINCIPLE OF EQUALITY OF TAX OBLIGATION 


Senator Morse. I recognize from the logical standpoint that 
generalities are dangerous in their use, unless you qualify them a 
great deal, but nevertheless they are good for definite purposes. 
Would you agree with me that one of the general tax principles that 
we claim as the basis of our tax structure is the principle of equality 
of tax obligation? 

Mr. Surrey. Yes, sir. 

Senator Morse. Am I to understand that in your opinion this 
particular provision produces not equality of treatment but in- 
equality of treatment on the part of the American Government 
toward some taxpayers to the disadvantage of other taxpayers that 
stand on the same tax footing? 

Mr. Surrey. Yes, sir. 

Senator Morse. I think that is another reason, Mr. Chairman, 
why it is so important we have the judgment of the Finance Com- 
mittee, rather than to have the Foreign Relations Committee of the 
Senate proceed to take action by way of recommendation to the full 
Senate in a field that is not limited to foreign affairs alone. 

I want to thank you, Professor, for your answers to my questions 
and for your statement. 

Mr. Surrey. Thank you. 
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AMERICAN INVESTMENTS ABROAD 


The CHarrMaAN. Senator Aiken, do you have any questions? 

Senator Aiken. Yes; Mr. Chairman. Although I realize the 
necessity for helping develop the industries of foreign countries, I am 
getting rather disturbed, for every move we are asked to make is 
apparently intended to encourage the flight of capital from the United 
States to foreign countries, and this is going on at a time when the 
cost of money in the United States is steadily increasing and virtually 
every country bank is so short of capital that it cannot meet the needs 
of its own communities. If this trend continues, I can only see the 
United States going into the banking business in a big way, and most 
of us will have to vote to put it in that business. 

I have heard some reports about rather fantastic earnings of 
American investments abroad. I do not know whether they are true 
or not. If they are true, we should certainly require the people who 
are benefiting from those earnings to pay their proper share of taxes 
to the United States, which is the place where the capital originated. 

So, if Senator Morse had not said what he did about referring this 
convention to the Finance Committee for its examination and advice, 
I had intended to make that similar suggestion, because I have a 
feeling—it is almost a certain feeling—that this convention will never 
be approved by the Senate unless it has been examined by people 
better qualified to pass on it than I am. 

The CuatmMan. At present the legislation is before us and we have 
an opportunity of hearing experts testify. We ought to take advan- 
tage of that opportunity. Have you any questions to ask the witness? 

Senator Arken. Yes; I have one question to ask the witness. 

Senator Morsr. Would the Senator vield on that point of this 
matter of reference? 

Senator Arken. I yield. 

Senator Morse. I want the Senator from Louisiana to share with 
me in my motion, because my suggestion grew out of a conversation 
I had with him. At least he will agree with me that we ought to get 
the judgment of the Finance Committee. 

Senator ArkEN. I will ask the witness this: Do you think it 1s pos- 
sible to encourage the investment of American capital abroad to such 
an extent that our own economic position may be impaired at home? 

Mr. Surrey. Senator, that is a very large question to answer. | 
would say that, as far as possible, we should not inject discrimination 
between domestic and foreign investments so as to give a preference 
to one against the other. Let the investor have its choice. This 
treaty proposed injects a preference, and tax preferences are, basically, 
unwise. 

Senator ArkgEN. I have no further questions. 

The CHARMAN. Senator Long. 


TAXES COLLECTED BY UNITED STATES ON OVERSEAS INVESTMENTS 


Senator Lone. My first impression was against this treaty, but I 
would like to reserve judgment on it until I know more facts about 
this whole problem. One thing that does interest me would be to 
know how much tax this Government actually collects on invest- 
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ments overseas. I do not believe you have that information avail- 
able; do you? 

Mr. Surrey. No. Obviously, Senator, the amount that we col- 
lect is, of course, less than the amount we collect from investment in 
the United States because of the foreign tax credit. 

Senator Lona. In other words, it seems to me that it would be 
interesting to know how much taxable income is derived from Ameri- 
can corporations doing business overseas and how much income tax 
this Nation derives from those investments. Is that available? 

Mr. Srru. I have been trying for some time to get an accurate 
figure. I have had a study going on in the field — 

The Cuarrman. Will you give your name? 

Mr. Smiru. Senator Long looked directly at me, so I spoke up. I 
am Dan Smith, Deputy See retary of the Treasury. We have an in- 
quiry going on which I hope within a few months will give us a more 
solid figure than the past estimates which have been made. d 

Senator Lona. The answer will have to be that, with regard to the 
income of American corporations doing business overseas, the Ameri- 
can tax collected is very small, indeed. 

Mr. Smiru. Because of the operation of the foreign tax credit. 

Senator Lonc. When we do business in foreign countries, the for- 
eign country has a first shot at any American investments? 

Mr. Surrey. That is the accommodation that our Government has 
made to the fact that the taxpayer is subject to two taxes. 

Senator Lona. If an American corporation established a subsidiary 
in Pakistan, it is within the power of Pakistan to tax all income, in 
which event there would be no tax we could collect, which would 
amount to virtual confiscation of the property. That is possible, is it 
not, in a foreign country? Not likely, but possible? 

Mr. Surrey. That is correct. 

Senator Lona. The foreign tax credit has operated in such a way— 
a way that, I believe, you recognize yourself—that the income we are 
deriving from it is very, very small. 

Mr. Surrey. That is because foreign tax rates 

Senator Lone. I am referring not to the income we are deriving 
from foreign tax credit but the income we are deriving from American 
corporations doing business in foreign nations as being very, very 
small. 

Mr. Surrey. That is correct. As you point out, that is because 
we have said we stand second in line as far as hitting the particular 
taxpayer is concerned. We will let the foreign government, where 
the source of the income is derived, have the first crack at the income. 
We take our place in line only if they forego it. This treaty says no 
one takes any place in line. 


RISKS INVOLVED IN INVESTING OVERSEAS 


Senator Lona. In dealing in all these foreign countries, the govern- 
ments are less stable than ours. They reserve the right to confiscate 
the entire investment when they see fit. In the event of a revolution 
or change of government or in the event the Communists should take 
charge of those countries, those people who go there are subject to 
their entire investment being confiscated or are subject to diserimina- 
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tion, or having their taxes vastly increased at the whim of a local 
potentate or dictator. 

Mr. Surrey. In some countries—I am not an expert on all these 
countries. 

Senator Lona. It is true, is it not, that in new countries that have 
little experience in self-government, particularly in countries where 
the rate of illiteracy is high, if there is no guaranty on the part of this 
Government that the person investing his money there will be pro- 
tected from confiscation, then, that is a speculative investment 
indeed, and yet the taxation agi ninst that investment, insofar as the 
money brought back to this country, is at the same rate as in this 
country where there is all the protection of the American Constitution 
and a government more than 175 years old. 

Mr. Surrey. I am not quite sure what the point of the question 
is, whether the point of the question is: There are great risks in foreign 
investments. 

There may or may not be troubles attendant upon the instabilities 
of a foreign government. I would say, generally speaking, I would 
suppose one of the great handicaps to foreign investments are the 
instabilities of economic conditions in foreign countries and the basic 
instabilities of the governments and the ‘jnstabilities of their eco- 
nomic policies; yes. 

Senator Lone. That is the point that troubles me about the whole 
matter. When an American corporation sees a possibility of developing 
resources in a country like Pakistan or India or any of the other coun- 
tries, it has this danger that if it goes there to make an investment, 
although the investment may be more economically efficient than the 
investment in this country, it may incur such great risks that it would 
be a much better investment to stay home and keep its money at 
home rather than take a chance there. For that reason, a case can be 
made for a more favorable tax setup than a person would have other- 
wise. I think people fail to realize when they look at the foreign tax 
credit, if it works out the way it was intended by Congress, a foreign 
corporation does not get by better by doing business overseas than in 
this country; that is, taxwise, he does not get by any better. 

Mr. Surrey. Yes; except, of course, under this treaty. 

Senator Lona. Yes. 

Mr. Surrey. That is right. 

Senator Lona. This, of course, is intended. There is no doubt but 
that it is a deliberate undertaking to make it possible for this foreign 
country to give the investor a better break than he would get other- 
wise. I am frank to say that the thought has occurred to me that 
our foreign tax credit is entirely unrealistic, that we ought to adopt 
some completely different standard than that which we have. It 
requires that the foreign country tax up to 52 percent. And most of 
them do. They would be foolish not to. 

Mr. Surrey. I think, Senator, that is a very major question. I 
think there are qualifications to what you say. 


FOREIGN TAX RATES 


Senator Lone. Do you know how many foreign countries tax 
American corporations at 50 percent or better? 

Mr. Surrey. You have a distinction—take Pakistan or take India. 
Those are very high-rate countries. But the tax rates are not high 
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because Americans are operating there and the foreign tax credit 
exists. Their rates are high because of their peculiar tax systems. 
They are not high because of the foreign tax credit. If you take the 
case of Saudi Arabia or if you take the case of oil, then, the foreign 
taxes are high because probably the foreign tax credits exist. 

Senator Lona. Let us try to see a little more of this problem. You 
say that in Pakistan and India, the tax rates are above 50 percent, 
without any reference to foreign tax credit at all, that that is not the 
reason for it, but that they are above 50 percent to begin with. 
Assume they collect it, not as they do in France, where they have it 
on the books and the tax collector goes by and hs as @ cup of coffee with 
the man who owes the tax and collects about 2 percent of what he 
owes, but instead they collect that tax in those countries. With that 
assumption, should not our policy be directed, if possible, toward 
encouraging those countries to have a somewhat reasonable rate of 
tax if we want capitalism to succeed in areas where capitalism is pres- 
ently trying to gain a foothold against socialism and communism? 

Mr. Surrey. | am sorry you were not here earlier. I think I made 
the same statement. But I pointed out that this treaty device has 
exactly the opposite effect. It encourages unstable, high rate taxes. 
If a country followed your policy and said, now let us see—these very 
high corporate taxes are completely unrealistic, like Japan has done, 
for example. It has brought its tax rate down from 55 percent to 
40 percent and 35 percent. This kind of a treaty concession does not 
help in that country. But you take a country like Pakistan with a 
very unstable tax structure which they recognize is unwise. They 
get the rates up high and then they find they do not have corporate 
investments so they grant tax concessions. 

Senator LonG. Some time ago, it seemed to me it would be a better 
approach to reduce American taxes on investments oversea You 
would simply cut the taxes down to maybe 38 percent and I believe 
the administration had some suggestion along that line. It was called 
the 14-point advantage but what it meant was that you taxed the in- 
come derived from the foreign country at 38 percent rather than 52 
percent. That seemed to me to be a better suggestion than the one 
before us at the present time. 

Where you discriminate between corporations, one corporation goes 
to one country and it is able to get influence in that government ‘and 
gets a high tax on the one hand and gets a complete tax concession on 
the other, so it pays no taxes to either government. 

In another country, the company does not have that influence and 
has to pay the 52 percent or more than that. I do not see that this 
particular device meets our problem. But I am frank to say that 
something is needed to encourage investment. 


OPERATION OF FOREIGN TAX CREDIT 


Senator AIKEN. I am far from being an expert in this business. 
But I would like to know how Professor Surrey would tax American 
corporations on the income, say, earned abroad. 

Senator Lona. How would you do that? I will ask the question. 
Do you have any suggestions as to how you would do it, Mr. Surrey? 

_Mr. Surrey. This is a very major problem. I think what we are 
experiencing is the fact that when you start to try to affect a person’s 
actions by taxes you are on very dangerous and difficult grounds and 
it is very hard to devise any tax concession in this country which 








24 DOUBLE TAXATION CONVENTION WITH PAKISTAN 


would have any proper effect. I think by and large the foreign tax 
credit is an appropriate device. I have not seen anything essentially 
that would improve on it. The United States goes a long ways——— 

Senator Lone. I do not know whether we are accomplishing any- 
thing by taxing foreign investments abroad at all. That is why I 
would like to get the figures from the Treasury to see how much we 
are collecting. I would not be surprised to find that on billions of 
dollars of income overseas we are collecting less than a hundred 
million. 

Mr. Surrey. I do not think it is in a sense so much what we are 
collecting. That does not seem to me to be the effect of the foreign 
tax credit. The foreign tax credit says in its policy so far as the 
domestic and foreign investors are concerned, there will not be dis- 
crimination. That is its virtue. If you remove the foreign tax 
credit, you make the burden very high on foreign investment. If, on 
the other hand you grant exemptions for foreign taxes, you make the 
burden less on the for eign investment. 

Senator Lone. Out of all the proposals I have seen to handle this 
problem, this present proposal seems to me at the moment—and my 
mind is open—to be the worst of them all. 

Mr. Surrey. I will rest there. 

Senator Lone. It seems to me to mean you have a iax credit that 
in effect compels people to raise their taxes or otherwise their country 
fails to collect money that would be paid to Uncle Sam. They could 
say: “If we do not tax this oil company 52 percent, they will pay it to 
the United States, anyway. So, we will tax oe American corpora- 
tions at the rate of 52 percent of their incomes.” 

So they could pass a law that any American corporation pays 52 
percent, gets a 27.5 percent depreciation allowance, and they collect all 
the taxes paid to this Government. There is no reason why they 
should not. It is a matter of one government getting it rather than 
the other. Then, the company has to pay no tax to this country. 
‘Then, say another company has a 10 percent rate in a different country, 
and that there is no law in that country like we have in ours that says 
you cannot discriminate between corporations. They could tax them 
whatever is necessary in order to pick up the money that would be 
otherwise paid to the United States Government. If we are achiev- 
ing anything with this tax credit, | would say perhaps leave it that 
way. But here is a case where, we will say, the foreign country will 
raise its tax to 52 percent and then proceed to give a 52 percent 
exemption; that being the case, there would be no tax whatever on 
the income derived by the company doing business in the overseas 
country. 

Mr. Surrey. That is the Aramco situation. That has some 
elements that are fantastic to you. Let me say how much more so 
is this particular treaty clause. At least Aramco—I do not want to 
debate the Aramco situation—at least Aramco paid something, paid 
52 percent to Saudi Arabia. This proposal says that Aramco would 
not pay any United States taxes because the company showed it 
paid nothing to Saudi Arabia. 


OPERATION OF THE CONVENTION ° 


Senator Lona. In the State of Louisiana we have a device that 
operates so that if someone will bring a new industry down there we 
will give him 10 years’ exemption from ad valorem taxation but the 
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Federal Government does not reduce his taxes or give him a reduction 
for those 10 years that he is not paying taxes on ad valorem. He 
pays the Federal Government on his net income. 

Mr. Surrey. That is right. 

Senator Lona. The analogy to this treaty would be where he 
would not pay taxes to the State or the Federal Government. 

Mr. Surrey. The analogy here is that the Congress should be 
asked to grant a tax deduction for State property taxes not paid to 
Louisiana. That is exactly what this treaty chen 

Senator Lona. That is right. 

The CHarrmMan. Thank you very much. 

We are grateful to you for this discussion. 

Mr. Surrey. Thank you for listening to me. 

The CHAIRMAN. We are very grate ful to you for your testimony. 

Senator HickKENLOoPER. May I ask one question on the last answer? 

The CHarrmMan. We have six witnesses and we have already taken 
over an hour and a half on one. 

Senator HickeNLooprER. This is a rather important subject. 

The CHarrmMan. Go ahead. He is a very good witness. 

Senator HicKENLOoPER. | cannot quite follow the argument—I do 
not say it is not sound and good. Suppose Pakistan had no taxes at 
all on a corporation, so there are no taxes. What yardstick would be 
used under your theory that the United States corporation would pay 
no taxes here? 

Mr. Surrey. You mean under this treaty? 

Senator HiICKENLOOPER. Yes. 

Mr. Surrey. Under this treaty? 

Senator HicKENLOOPER. Yes. 

Mr. Surrey. Under this treaty, when Pakistan grants a concession 
and reduces its rate from about 56 percent to zero 

Senator HicKENLOOPER. Suppose it does not have a rate. 

Mr. Surrey. It has a rate, that is the point of this whole treaty. 
If it did not have any rate, this would not operate. If Pakistan had 
a low rate of income tax or a zero rate, then the United States corpo- 
ration would pay 52 percent here. Under this treaty when Pakistan 
makes a concession, then the United States taxpayer figures his Ameri- 
can tax, 52 percent; credit Pakistan tax not paid, 52 percent; Ameri- 
can tax zero. 

Senator Lone. That is the thing I do not follow. 

The credit would only be 52 percent not paid on Pakistan business? 

Mr. Surrey. I am talking about United States tax on income from 
Pakistan. 

Senator Lone. That is what I understood your answer to be, that 
the 52 percent would apply to all. 

Mr. Surrey. Only on income from Pakistan. Suppose it is only 
doing business in Pakistan. 

Senator Lone. I am straightened out. 

(Mr. Surrey’s prepared statement, and a supplementary memo- 
randum subsequently submitted for the record, are as follows:) 


MEMORANDUM REGARDING ExEcuTIVE N, UNiTED States SENATE TAXATION 
CONVENTION WirH PAKISTAN 


The proposed taxation convention with Pakistan is a radical departure from 
prior tax treaties. This is the first tax treaty which directly reduces United 
States income taxes applicable to American corporations. All prior treaties 
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simply reduce the United States income taxes payable by foreigners—they did 
not affect the United States taxes applicable to Americans. But the proposed 
Pakistan treaty in article XV for the first time in our treaty experience adopts the 
policy of using the treaty procedure to reduce directly United States taxes on 
Americans. 

The proposed treaty is entitled as a convention for ‘“‘the avoidance of double 
taxation and the prevention of fiscal evasion.”” This is obviously not an appro- 
puis title since the treaty goes far beyond the avoidance of double taxation. 

Jnder certain circumstances the treaty eliminates all taxation of income from 
Pakistan, double or single. Under other circumstances the treaty reduces the 
combined amount of taxes paid below the regular United States rate. Conse- 
quently, an appropriate title would be “A treaty to eliminate or reduce the 
United States corporate income tax otherwise applicable to United States cor- 
porations operating in Pakistan.” 

In recent years, the Congress has been urged by the |\Treasury Department and 
others to reduce the rate of United States corporation income tax applicable to 
income from foreign sources. Generally this rate is 52 percent (with the exception 
of certain Western Hemisphere operations). Thus, it has been forcefully sug- 
gested that Congress reduce this 52 percent rate to 88 percent. In 1954 this 
proposal was considered at length and then rejected by the tax committees of 
Congress and by the Congress. Since 1954 the tax committees, House Ways and 
Means and Senate Finance, have not given approval to similar proposals. As the 
record therefore stands respecting direct tax legislation, the Congress opposes the 
grant of any preferential corporate tax rate on foreign income. The proposed 
treaty, which would grant a preferential tax rate to foreign incdme, is thus, as far 
as one can judge from the public record, directly in contrast to a general tax policy 
recently expressed against such a preferential rate, and in this particular instance 
the treaty can go far beyond the reduction to 38 percent already rejected by the 
Congress—for it can reduce the effective rate to zero. 

This policy conflict, and the consequent importance of the issue, are not limited 
to the Pal istan treaty. Once this preference is granted to income from Pakistan, 
it will have to be extended to a great many other countries of the world. The 
Pakistan treaty, if adopted, is thus the forerunner of what will amount to a general 
tax reduction respecting foreign income—a result directly opposite to that arrived 
at in the formulation of our legislative tax policy. 

The full effect of the treaty can be realized only by placing it in perspective 
with our foreign tax credit. Congress for years in the internal revenue laws has 
permitted American corporations to credit foreign taxes paid against their United 
States tax. This credit is an accommodation to our investors abroad who are 
subject to tax both in a foreign jurisdiction and in the United States. The credit 
insures that the investor abroad is not adversely treated as compared with the 
investor at home—the United States Treasury simply accepts payment of the 
foreign tax as payment pro tanto of the United States tax bill. The burden of 
double taxation is thus borne by our Treasury Department. But the important 
fact is that the actual tax burden on the investor abroad is not lessened as com- 
pared with the investor at home. Both pay 52 percent—but one pays it all to 
the United States Treasury and the other pays part to the United States Treasury 
and part to a foreign government. 

The credit was thus directly designed to meet the added tax burden of foreign 
investment. It is not intended to—and until this treaty did not operate to— 
reduce the tax burden on the foreign investor below that of the domestic investor. 

This treaty thus distorts the whole foreign tax credit procedure. Under it a 
credit is given for a foreign tax not paid. The lessened United States tax bill is 
thus not balanced by the payment of a foreign tax, as in the usual case—and 
therefore there is a direct reduction in the tax rate applicable to the foreign in- 
vestor as compared with the domestic investor. Under this treaty, the reduction 
can amount to 52 percentage points—or the entire United States tax. 

In effect, this is what is happening. Before the treaty an American corporation 
with income from Pakistan initially would have to actually pay a 52-percent tax 
to the United States. But the Pakistan tax could amount to at least 52 percent. 
Our foreign tax credit steps in and says to the corporation: ‘““You need only pay 
the Pakistan tax since that leaves you with a 52-percent tax burden. The 
United States therefore, under this situation, will forego actual collection of the 
United States tax. You are thus left like any other American corporation.” 
Pakistan then waives its 52-percent tax. At that point, since there is no foreign 
tax burden there is no reason for the foreign tax credit mechanism to operate. 
The actual collection of the 52-percent United States tax, previously suspended, 
can now be resumed. But the treaty would come along and say—although the 
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reason for suspending actual collection of the 52-percent United States tax is no 
longer present, there being no foreign tax, still we will not collect that United 
States tax. In effect, the treaty simply reduces the United States tax sometimes 
to zero and this particular corporation is relieved of its tax.burden compared with 
other American investors—both those who invest at home and those who invest 
in countries other than Pakistan. 

Recently there was considerable discussion in the Senate regarding the Aramco 
situation in Saudi Arabia. Concern was expressed over the fact that Aramco did 
not pay any tax to the United States. Whatever may be the ultimate merits of 
that situation, Aramco at least paid a tax of about 52 percent to Saudi Arabia 
and it was the credit of this tax paid to Saudi Arabia which eliminated its United 
States tax. At least Aramco had a tax burden of 52 percent on its profits. But 
under the proposed treaty the credit is given for a tax not paid and there can be 
no tax burden at all. If the Arameo situation is troublesome although the 
explanation for nonpayment of the United States tax is that a foreign tax was 
paid, how much more troublesome is the case where the explanation for non- 
payment of the United States tax is that no foreign tax was paid. For that is 
what the treaty does—it treats a United States tax obligation as having been 
met if the corporation shows a receipt for a foreign tax never paid. The proposal 
thus has been aptly dubbed as a device to credit “ghost taxes.” 

If such a proposal were adopted and were to spread to other countries, then the 
results would be one United States tax rate applicable to United States corpora- 
tions in Pakistan, another rate applicable to United States corporations in country 
X, another in country Y, and so on. The United States rate would in effect be 
set by the finance minister of each foreign country, in the light of that country’s 
overall domestic policies. This would be a far cry from the 52 percent United 
States rate applicable today, whether operations are in Pakistan or India or 
elsewhere. It is true today that changes in foreign tax rates affect the actual 
amount of tax dollars collected from a United States corporation. But these 
changes affect only the relative size of the two components of the corporation’s 
overall tax burden—the United States component and the foreign component. 
They therefore really affect only the amount of loss suffered by the United States 
Treasury Department—they do not affect the tax burden on the United States 
corporation. If the foreign tax rises, our Treasury loses and the foreign treasury 
gains. If the foreign rate falls, our Treasury gains and the foreign treasury loses. 
But the United States corporation investing abroad still has its overall 52 percent 
burden—just as does the domestic investor. As stated earlier, our Treasury is 
willing to take this loss to prevent a burden higher than 52 percent falling on our 
investors abroad. It is an accommodation to the fact that we live in one world 
with many taxing jurisdictions. But accommodation to one world does not 
require that the actual tax burden on a United States corporation should actually 
fall below a 52 percent burden—which under our fiscal policies is the burden 
Congress believes all United States corporations should bear on their profits— 
because of the tax policies of a foreign country. And the Congress has recently 
and consistently refused to do exactly this as a matter of tax policy though 
urged to do so in the interests of foreign investment. 

One reason perhaps for this congressional refusal, in addition to the very sig- 
nificant arguments against the advisability and efficacy of using tax reduction 
as an incentive to foreign investment, is that the consequent reduction in tax 
burden would in the main go only to the larger United States corporations. This 
is because only the larger corporations are able to invest abroad to any significant 
extent. Congress and the Executive have firmly stated that this is not the time 
to reduce taxes on American taxpayers. The President has recently applied this 
view even as respects small business. It would therefore seem inappropriate at 
such a time to reduce taxes by treaty on one class of American taxpayers—those 
corporations which invest abroad—especially when that class as a whole is best 
able to bear its share of our heavy tax burdens. 

All this does not mean that appropriate steps, even in the tax field, should not 
be taken in aid of foreign investment. It does mean that this particular approach, 
which runs directly contrary to our prior treaty procedure, which runs directly 
contrary to our basic legislative tax policy respecting the taxation of foreign in- 
come, which distorts the entire operation of the foreign tax credit mechan’sm, 
which grants a preferential United States tax rate to certain American corpora- 
tions and could even eliminate all income tax entirely in some cases, is not a desir- 
able step. Nor is this a matter of unfavorable United States tax treatment as 
compared with investors from foreign countries. Basically, most foreign coun- 
tries, as does the United States, tax income from foreign sources. In fact, through 
the foreign tax credit device and the tax treatment given to foreign subsidiaries 
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owned by American corporations, the United States goes further than some 
capital-exporting countries in meeting these tax problems and even in giving effect 
to taxes waived by capital-importing countries. Rather, it is a question of funda- 
mental United States tax policy. And on this question the proposed treaty is 
directly contrary to the most recent expressions of congressional policy in the 
tax field. 
STANLEY S. SURREY, 
Harvard Law School,.Cambridge, Mass. 


SUPPLEMENTARY MEMORANDUM ON ExecutTivE N, Tax CoNveENTION WITH 
PAKISTAN 


1. At the hearing on August 9, 1957, it was asserted repeatedly by the Treasury 
and State Departments and by others (with reference to art. XV, par. (1), second 
sentence) that the United States tax laws ‘‘nullify’” and ‘frustrate’? the tax 
concessions which some underdeveloped countries grant under their tax laws 
and that therefore these tax-sparing treaties are necessary. This assertion is 
essentially the basic argument offered in support of the proposal. However, and 
to put the point directly, this assertion is ‘“‘greatly exaggerated,’’ to use the 
characterization given to this assertion by Prof. Dan T. Smith, Deputy to the 
Secretary of the Treasury, in a speech on this subject before the National Foreign 
Trade Council, November 28, 1956. To quote Professor Smith: 

“Tt is asserted that our tax system nullifies the tax advantages which other 
countries attempt to offer because the taxes which they forego, by reducing the 
tax credits which we allow, simply increase the tax in this country by the same 
amount. This criticism is greatly exaggerated; it is valid only when foreign 
operations are conducted directly rather than through foreign subsidiaries or 
through foreign subsidiaries from which all income is currently withdrawn. Where 
foreign subsidiaries are used the common expectation is that early earnings will 
be retained indefinitely and used for expansion. Typically the period of retention 
for expansion will equal to exceed the period of tax concessions, and when this 
is the fact, the foreign tax concessions are fully effective.” 

Thus, the basic argument asserted on behalf of this treaty proposal rests on a 
great exaggeration. When American business invests abroad in foreign subsidiary 
form, these foreign tax concessions are effective. Only the foreign tax is applicable 
to a foreign subsidiary, and the United States tax does not apply until dividends 
are paid to the United States parent. Moreover, in the overwhelming majority 
of cases when our industrial concerns operate abroad they do so in foreign sub- 
sidiary form. Branch operations abroad—the situation in which the foreign tax 
concession may not be fully effective—are found generally (aside from certain 
Western Hemisphere operations which already enjoy a favored status) only in 
the case of oil and other natural-resource industries. But in these natural- 
resource activities the investment follows the resource and not the tax concession. 

Thus, the basic reason advanced for this treaty proposal, that of nullification 
of foreign tax concessions, simply cannot be supported. 

2. The statements on behalf of this treaty proposal speak of a tax-sparing 
principle and a tax-sparing device, without ever directly indicating that this 
tax-sparing really involves a direct reduction in the United States tax applicable 
to certain United States corporations investing abroad. This direct reduction in 
tax on United States taxpayers in a tax treaty is at variance with all our other 
tax conventions, has nothing to do with the prevention of double taxation, is a 
renunciation of our basic tax policy to tax income from foreign sources in order 
that such income will bear the same burden as does income earned at home, and 
is thus contrary to previous congressional tax policy decisions. The issue must 
be discussed in these terms and a tax-sparing device must be recognized for what 
it is—a tax reduction granted by the United States to certain United States 
corporations as a result of which they will thereby enjoy a preferential status 
under our laws. 

Further, it must be recognized that this tax reduction which the ‘‘tax-sparing 
device” involves can result in windfalls to these United States corporations. The 
Pakistan Treaty is applicable to United States corporations already investing in 
Pakistan. Thus, though they have invested without any stimulus from or reli- 
ance upon the tax reduction now to be granted, they nevertheless receive that tax 
reduction. Indeed, the letter from the United States Council of the Interna- 
tional Chamber of Commerce, inserted in the record of the July 30, 1957, hearing 
on this treaty, stresses that these retroactive benefits are just and proper: “The 
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benefits of the tax-sparing provision in the Pakistan Treaty will, fortunately, be 
available to some American businesses which have already been established 
* * * ” (p, 22). (In fact, the chamber serves notice in this letter that it will push 
for even greater retroactivity if the principle is adopted.) But the “‘windfall’’ 
aspects of this retroactive application of the treaty-tax reduction are obvious. 
To quote again from Professor Smith’s address earlier mentioned: “If credit is 
given for all concessions outstanding, there will be windfall gains to companies 
which had no reason to expect credit against domestic taxes for foreign taxes 
foregone.”’ Yet it is just these “‘windfail gains” which are present in this par- 
ticular treaty, and the precedent it would thereby establish. 

Moreover, advantages which are in effect ‘‘windfall gains’ are also present even 
in the case of future investment. Most sound American investment abroad is 
predicated on the long-range situation, and is planned to last long beyond the tax 
concession period of foreign tax laws. Consequently, the real inducement to this 
investment is the long-range investment climate and not the short-range tax 
concession. Hence, the United States tax reduction granted under this treaty 
proposal when effective for the initial period of investment, as it would be in the 
case of a branch or a foreign subsidiary distributing some profits to the United 
States parent, is in effect a windfall benefit—bestowed for engaging in an activity 
which would have been engaged in without that benefit. 

On the other hand, this tax reduction could encourage operators to seek a 
— profit—to operate for the period of the tax concession, obtain a United 

tates tax reduction, and then end their operations. This has been the case in 
some underdeveloped countries. Such a situation is hardly beneficial to the 
underdeveloped country and this is hardly the kind of activity which the United 
States should induce and favor with a United States tax reduction. The treaty 
proposal is thus really an incentive to a quick repatriation of foreign profits rather 
than to a continued reinvestment abroad of these foreign profits—whereas one 
would think that just the opposite effect would be desired. Moreover, as Senator 
Kennedy pointed out at page 19 in the earlier hearings, what is to prevent the 
activity from being liquidated and then started over again in somewhat variant 
form with a new tax concession. The treaty itself, and hence the United States 
tax law, does not prevent this. The question is simply one of Pakistan tax 
law—what is a ‘‘new undertaking’”’ under that law. Thus the scope of the tax 
reduction in the United States tax depends on the interpretations, effectiveness of 
audit scrutiny, ability—and even honesty—of the foreign tax administrators. 
They and not we become essentially the policemen of United States tax reductions 
for United States taxpayers. 

Parenthetically, one of the witnesses presented an example to show that not very 
much United States tax reduction is involved. Aside from some inaccuracies in 
the example given (thus its application of Pakistan law differs from that in the 
examples presented by the Treasury Department), the example is not very helpful. 
The Pakistan tax concession involved is an exemption from income and super tax 
of profits up to 5 percent of capital invested. (The Pakistan business-profits tax 
is not covered by the tax-sparing clause. However, that tax does not apply as 
to profits up to 6 percent on capital invested as respects any type of activity, and 
hence is here not involved.) Any tax so saved is then credited—though it has 
not been paid—against any United States tax on the profits, and this credit 
produces the United States tax reduction. The extent of that reduction thus 
depends on two factors—the amount of capital invested and the rate of return. 
If the initial capital invested is large and the initial rate of return relatively modest 
so that the initial profits are less than 5 percent of the capital invested, then the 
exemption and credit can wipe out all taxes, both Pakistan and United States, 
as to the Pakistan income. (The 5 percent return exempted, moreover, is after 
depreciation allowable.) As the rate of return rises, then some tax becomes 

ayable. But even at a 20 percent rate of return, the exemption and United 

tates tax reduction can amount to about one-fourth of the United States tax. 
This would in effect mean a reduction in United States tax of about 13 percentage 
points—from 52 to 39 percent—just 1 percentage point away from the tax reduc- 
tion on foreign income proposed by the Treasury in 1954 and not approved by 
Congress. 

Further, the amount of capital invested is determined under Pakistan law, and 
not United States law. This amount is not an easy matter to determine, as ex- 
perience in a somewhat similar situation in United States excess-profits tax his- 
tory shows. Not only must the capital invested be determined precisely, but 
also the amount of capital allocable to the exempt activity. Where some exempt 
and some nonexempt activities are involved, this allocation can be quite complex. 


96523—57——-5 
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Here again the policeman of the United States tax reduction is the foreign tax 
administrator, for his decisions on these difficult legal, accounting and factual 
questions decide the point.! 

3. Reference was made in other statements presented that through the foreign 
tax credit we modify our basic principle of taxing all income of United States cor- 
porations, no matter where the income originates, by recognizing the tax claims of 
the foreign jurisdiction to tax that income at source. This reference is appro- 
priate, for that is the effect of the foreign tax credit. But the point of the modifi- 
cation—and its underlying principle—should not be glossed over. The foreign 
tax credit recognizes foreign taxes paid, and by that recognition prevents a 
doubling up of tax on the United States taxpayers. It is the United States 
method—and we pioneered in it—of meeting the problems of double taxation. 
It insures, as far as we can, that the United States investor abroad is not taxed 
more than the investor at home. It thus achieves tax neutrality, as far as we can, 
between the two forms of investment. But by giving credit to a foreign tax paid, 
it leaves the investor abroad with a tax burden on his profits not less than the tax 
burden which is borne by profits at home. As far as the investor is concerned, the 
United States tax principle that all income, foreign or domestic, of a United States 
corporation, bear the same tax burden, is maintained. 

ut it is precisely because this point is glossed over that the statements presented 
slip so easily to the next assertion: Since we concede the power of the foreign 
jurisdiction to tax, we can just as well through tax-sparing concede them the 
power to forego taxes. Thus far, of course, the assertion is meaningless for we 
do not in any way tell a foreign country that it cannot reduce its taxes if it so 
desires. Hence, the assertion must be made even more strongly: We must recog- 
nize the right of the source country to forego some of its tax without our “stepping 
in” and “nullifying” their action. The phrase regarding our “stepping in” is a 
curious one. For what this assertion comes down to is that we must recognize the 
right of the source country to forego taxes even though to do so requires that we 
stop levying United States taxes on United States corporation on profits subject to 
United States tax and in turn even though this means that these corporations end 
up with tax burdens less than those of other United States corporations. So 
stated, it is obvious that the recognition granted under the foreign tax credit to the 
jurisdiction of the foreign country to tax at source hardly carries with it the 
corollary that we must also accommodate our tax laws to waiver or absence of tax 
in the foreign country. 

What the proponents of this treaty device are really asserting is that the United 
States should give up its basic principle of equality of tax burden on United 
States taxpayers. For this principle can only be maintained by adherence—as 
we have done from the start of the income tax—to the concept that the United 
States can tax its citizens and corporations on their worldwide income. Yet it 
is this basic and longstanding concept which the proponents of the tax-sparing 
device are asking the Congress to abandon. 

The same issue is raised by the references in the statements presented regarding 
the resentment of underdeveloped countries against the nullification of their tax 
concessions. Of course, as pointed out above, through our tax rule regarding 
foreign subsidiaries the asserted nullification is greatly exaggerated. In fact, it 
is just the other way around—by adhering to this rule regarding foreign subsidiaries 
and therefore not taxing foreign subsidiary income if it is reinvested in the foreign 


1 The wording of article XV is such as to raise the question whether this particular application of the tax- 
sparing device is not technically defective. The first sentence of paragraph (1) states that Pakistan tax 

ype in respect of income from sources within Pakistan shall be credited against United States tax. The 
talicized phrase does not appear in other tax treaties and is not a limitation on the foreign tax credit given 
under the basic Internal Revenue Code for foreign taxes paid. (Indeed, without art. XVI (4), this sen- 
tence because of this phrase woula narrow the scope of the present foreign tax credit for fares paid.) The 
second sentence then says that for the purpose of this credit—i. e., of Pakistan tax payable in respect of 
income from sources within Pakistan—a United States corporation is deemed to have paid the amount by 
which Pakistan tax is reduced under Pakistan law, sec. 15B. This sentence thus means that only that 
Pakistan tax that otherwise would have been paid (but for the Pakistan tax concession) on income from 
sources within Pakistan is after the tax concession by Pakistan deemed nevertheless to have been paid. 
Hence it is not enough to know the amount of the tax reduction—it is necessary also to know what portion 
of this reduction is attributable to sources within Pakistan. But the Pakistan tax return will not give 
us this information and there presumably is no rule which will supply the answer. The Pakistan tax 
concession does not depenc« on any such breakdown under its law. Morcover, attribution to sources with- 
in Pakistan depends on United States source concepts and not Pakistan source rules—yet how is a Pakistan 
official to be expected to know our source rules? 

For example, if an American jute manufacturer produces jute in Pakistan and both sells in Pakistan 
and exports abroad from Pakistan, he is taxed by Pakistan on all his profits and he gets a tax concession 
on all these profits up to 5 percent of invested capital if he qualifies as a new undertaking. But the treaty 
treats the Pakistan tax uction as a tax paid only as respects that portion of the reduction attributable 
to profits from Pakistan. But how is that portion to be determined? Does it turn on a ratio of profits, or 
of capital employed, or what? And how can a United States agent tell, when the Pakistan return pre- 
sumably does not and need not go into the matte:? 
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country, the United States insures that recognition will be given to tax waivers 
abroad in most situations. As long as we permit this deferral and assert our 
jurisdiction to tax only when income is received by the United States parent 
corporation itself, we have permitted these foreign tax concessions to be effective— 
as Professor Smith’s address earlier quoted indicates. But passing even this— 
in the few situations remaining where a problem is present—the references to 
resentment and our stepping in to interfere with foreign tax concessions are, to 
repeat, quite curious. his is what they come down to: Many underdeveloped 
countries have started with low tax rates. Under the pressures of revenue needs 
and domestic policies, these rates have risen. The United States investor, faced 
with a United States tax on foreign profits if it operates abroad in branch form 
or receives dividends from a foreign subsidiary, is not bothered when foreign 
income taxes are nonexistent or low. His investment abroad is here not deterred 
by tax considerations. But as foreign income tax rates rise, the double burden 
could be too heavy, and foreign investment would be handicapped as against 
United States domestic investment. So the foreign countries assert that the 
United States should do something to ease that burden. The United States 
does so and waives collection of its tax to the extent foreign tax is paid—i. e., 
grants a foreign tax credit. Suppose the foreign tax rises to 52 percent. (This 
rise is not caused by the foreign tax credit except in unique situations, perhaps 
limited to oil or natural resources, where the only corporation present is a large 
American corporation. But in most underdeveloped countries, there are many 
more local investors involved than American investors and the foreign corporate 
tax rate is fixed under fiscal policies applicable to these local investors.) t this 
point United States tax collection is waived entirely under the foreign tax credit, 
since the investor is subject to the same 52 percent burden as the investor at 
home in the United States. 

Now the underdeveloped country comes to realize that under the conditions 
prevailing in the country a 52-percent rate discourages private capital formation 
and industrial activity. So it starts to grant tax concessions. As its tax rate 
lowers because of these concessions the need for the foreign tax credit is re- 
moved and United States tax collection is commenced. But at this point the 
effect of the foreign tax credit—whose very existence was demanded by the for- 
eign country—is said to be a stepping in and an action which takes away the 
benefits of the concession. Not only was the existence of the foreign tax credit 
demanded by the foreign countries—its very continuation is necessary to the long 
range effect of their concessions. For once the exemption period of the concession 
is ended and the foreign high rate of 52 percent or more is resumed, the United 
States investor could not survive without the foreign tax credit. It is thus seen 
that what is really being urged on the Congress in this treaty proposal is the 
principle that the tax burden on United States corporations should be fixed by 
the fiscal policies and the finance ministers of the foreign countries. When their 
taxes are high, they want us to waive collection of the United States tax. When 
their taxes are low, they also want us to waive collection of the United States tax. 

What is overlooked by these foreign countries and in this treaty proposal is how 
far the United States has already gone to permit foreign investment to be under- 
taken despite the presence of two taxing jurisdictions and to permit accommoda- 
tion to foreign tax policies, without at the same time destroying the basic principle 
that United States investors abroad should not bear in the end a lesser tax burden 
than United States investors at home and should not be given a preferential 
status. The foreign tax credit and the tax rule regarding foreign subsidiaries go 
much further than do many capital exporting countries in meeting the tax problems 
of foreign investment.? 

It is pertinent to note at this point that England has concluded a tax treaty 
with Pakistan and this tax treaty does not have any tax-sparing provision in it. 
In fact, though the British originally suggested in 1953 that consideration be 
given to the tax-sparing device, they have not adopted it and instead have sought 
other solutions. The solution adopted this year in England embodies the tax 
deferral approach inherent in our tax rule regarding foreign subsidiaries. Under 
that solution, a special class of English corporations known as overseas trading 
corporations may engage in foreign operations, under certain conditions, free of 


2 And even this fails to take into account the significant tax preferences granted to foreign investment 
under certain circumstances because of the formulas now followed, but probably inadvertently adopted at 
the beginning, in the calculation of tax credits in the case of subsidiary operation. Thus, where operation 
is in foreign subsidiary form, given a foreign tax rate of 26 percent, the effective combined tax rate of foreign 
and United States tax is 0.4525 percent under the foreign tax credit formulas instead of the expected 52 per- 
cent. Where operation is the form of a chain of a parent and 2 foreign subsidiaries, the bottom corporation 
being in a country with a tax rate of 25 percent and the intermediate one in a country with a tax rate of 20 
percent, the effective overall tax for the chain is 0.4045 instead of 52 percent. 
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tax until distribution is made to shareholders. This has almost the same tax 
effect, though it is not quite as beneficial, as where British investment operates 
abroad through a foreign subsidiary. (On Jiquidation, tax is paid in the case 
of the overseas trading corporation; it is not paid in the case of a foreign sub- 
sidiary. Further, the problem of living within the conditions presented does 
not obtain for a foreign subsidiary.) However, operation in foreign subsidiary 
form is very difficult under the British law since a corporation, though foreign, 
is treated as a British corporation if managed in Britain. (The United States 
rule is much more liberal, since a foreign corporation is still a foreign subsidiary 
though managed in the United States.) The overseas trading corporation pro- 
posal gets over this difficulty, and permits deferral of tax. 

This new English provision is not a tax exemption, as some witnesses have 
stated. It is only a tax deferral, of the type inherent in our foreign subsidiary 
rule. While the overseas trading corporation is relieved of profits tax, so is a 
foreign subsidiary under British law. And this relief is in large part theoretical 
in the case of the overseas trading corporation, since to meet the conditions 
established a British concern operating at home and abroad would have to place 
its foreign operations in a subsidiary to qualify for the overseas trading corpora- 
tion deferral. But this in turn subjects the dividends of the subsidiary to profits 
tax. (See in general Harvard Law School, World Tax Series, Taxation in the 
United Kingdom, Supplement Covering 1957 Budget Message.) In effect, at 
best the British in this 1957 solution have gone no further than where we in the 
United States have always been as respects our foreign subsidiary rule, except 
that actual foreign incorporation is not required. 

4. Reference was made in statements submitted to the need for mutual con- 
cessions to obtain the objectives desired by the United States in these tax treaties 
and to the tax-sparing device as an appropriate concession. Yet the example 
chosen, in the memorandum submitted by the Department of State, not onl 
does not appear convincing but also raises questions as to the objectives pursued. 
It is said that the United States must insist in a tax treaty that the country of 
source, here the underdeveloped country, must give up its tax on royalties paid 
to United States licensors of patents, know-how, and the like. Yet by and large, 
as a result of our foreign tax credit, taxation at the source is not a basic obstacle 
to licensing abroad. At the same time, as a result of the increasing desire of 
United States corporations to license abroad and of the desire of underdeveloped 
countries to receive such technological aid, our insistence that underdeveloped 
countries yield their tax on outgoing royalties can deprive them of needed revenues. 
In view of the foreign tax credit, moreover, this insistence does not benefit the 
United States taxpayer but only the United States Treasury. 

This insistence, therefore, is hardly in keeping with the arguments earlier ad-. 
vanced that tax sparing is necessary because otherwise the United States Treasury 
would benefit from the tax concessions in the foreign country. This is but one ex- 
ample of the contradictions involved in insisting that underdeveloped countries 
yield their general source taxes and at the same time insisting that we should aid 
their economic well-being. Taxation at the source on income flowing to the 
United States is onerous to the United States taxpayer if it brings his effective 
tax burden above the United States rate. But unless it does this, the effect of 
the foreign tax is not felt, and the real loss is to the foreign country if it must yield 
beyond this point. There is therefore little reason to insist, as the State Depart- 
ment memorandum urges we must, on any sacrifice in revenue by these countries. 
Once having decided to eliminate double taxation through the foreign tax credit 
device, there is no reason for us to insist on eliminating it all over again in another 
way by making the underdeveloped country sacrifice its revenue sources. 

Even as respects the tax-sparing device, a searching question exists whether a 
resort on our part to this device would not in the end be basically injurious to the 
economies of underdeveloped countries. This device favors a country with an 
unstable and unrealistic high rate tax system shot through with tax concessions, 
many of which are contradictory and self-defeating. As such it tends to postpone 
intelligent revision of foreign tax systems. Moreover, these countries desperately 
need revenue for public projects. Encouragement on our part to pressures for 
tax concessions by these countries—an encouragement inherent in the tax-sparing 
device since the tax concession means reduction in United States tax—may well 
result in depriving them of revenues they could just as readily obtain. The rash 
of incentives and concessions might well pass more quickly and be followed by 
stable and realistic laws but for a treaty device which encourages our investors 
abroad to bring pressures on foreign countries to grant tax concessions, 
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These countries are beginning to see that these tax concessions in their present 
form may well be injurious to them. The following is quoted from the May 1956 
draft of the first 5-year plan, 1955-60, Government of Pakistan Planning Board: 

“It is generally known that several textile and other industrial concerns have 
made tremendous profits. Due to scarcity of imported consumer goods, large 
incentives have in fact been available to investors and promoters of industries. 
Considering both the large profits earned openly and clandestinely and the sub- 
stantial concessions granted on these swollen profits, it appears to be a fair con- 
clusion that the public revenues have not obtained a fair share of the betterment 
and prosperity which have attended the development of these industries’’ (163). 

The Department of State has previously taken a different view. In 1949 Under 
Secretary of State Webb said before the House Banking and Currency Committee: 
‘“‘We consider that the private investor has an obligation * * * to contribute his 
fair share of taxes to the local community.’’ This view has much to commend it. 
It, and the issues considered above, raise a basic question of long-run principle 
whether it is not really self-defeating for the United States to implement its 
program for the development of backward countries by a device which focuses 
pressures on them to grant tax concessions, to reduce their revenues, and to re- 
tard if not undermine sound and equitable taxation in those areas. 

Finally, even in the area of tax concessions, the tax-sparing device inevitably 
involves the United States in a choice among alternative tax concessions and 
brings pressures to bear on the use of the exemption-type concession. For this 
device to be effective requires the type of concession that permits ready identifica- 
tion and calculation of the “tax saved,’’ so as to make administration of the device 
at all possible. After all, to credit a tax not paid one must be able to identify 
accurately what was not paid. The exemption concession is of this type, though 
as earlier observed it is not without its many problems. Yet many underdevel- 
oped countries are finding that other concessions, such as increased depreciation 
or an investment allowance, are more desirable. India, for example, is moving to 
restrict its exemption concession in favor of the depreciation allowance. The tax- 
sparing device, with the pressures it exerts in one direction, can be more of an 
interference with foreign tax laws than anything yet suggested in this field. 

5. It is clear that a very significant precedent would be involved in the adoption 
of this tax-sparing device. It is not just a little clause in the Pakistan convention. 
It presents to the committee a very fundamental question of tax policy, involving 
all of the issues and problems described above in testimony presented at the 
hearing. Once adopted, this will be a precedent which cannot be withdrawn. 
This is recognized by the Government representatives, and they even stress this 
precedent aspect. But once this path is taken the committee is involved in 
endless choices among foreign countries, among different tax concessions, and 
among different United States taxpayers. Moreover, it is thrown into these prob- 
lems without any general rules or standards to guide it. 

It was urged before the committee by other witnesses, and in a sense this was 
stressed perhaps most strongly, that the tax-sparing device has a “symbolic 
value” and that it is justified by its ‘emotional appeal.’’ But symbols and 
emotions will hardly be of aid to the committee when it must decide the questions 
that lie ahead and when it must face the pressures that this precedent will in- 
evitably bring. Already warning has been served by American investors that 
these pressures are to come: The National Foreign Trade Council, at page 20 in 
the earlier hearing, has said that the tax-sparing device in the Pakistan treaty 
“should be implemented more broadly in future treaties.’”’ The United States 
Council of the International Chamber of Commerce, at pagé 22, has critized the 
restriction of the Pakistan law to new undertakings. It therefore urges that the 
committee make it clear that this treaty is not a precedent that discrimination by 
foreign countries against existing businesses should be accepted by the United 
States. Moreover, it points out that the Pakistan tax concession is keyed to a 
fixed rate of return on invested capital and urges that application of the tax- 
sparing device to this concession not be considered as limiting use of the device 
in future treaties to this one type of concession. 

It is clear that strong pressures are in the making for a wider and wider applica- 
tion of the tax-sparing device and its accompanying reduction in United States 
taxes once the precedent is set. And, judging from our experience in tax legisla- 
tion and tax treaties, one can hardly be sanguine about any attempts to confine a 
tax reduction proposal once it has been adopted and pressures such as the above 
set in motion. Certainly “symbolic value’? and “emotional appeal” will not 
furnish strong guidance to the committee. Tax history is replete with examples 
of the fact that major loopholes develop from preferences that initially appear to 
be quite limited. 
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6. There was some discussion in the hearings of the need of a tax incentive to 
encourage United States private capital to invest abroad. The wisdom of using 
tax incentives for this purpose is,very debatable, and full discussion of that issue 
is not possible in this memorandum.’ But whatever the outcome of this issue, it 
would certainly appear that the, particular device here suggested, the ‘‘tax- 
sparing device,” is fundamentally. an unsound one to offer as a worthwhile tax 
incentive. It does not begin to answer any of the problems that must be faced 
when a tax incentive is to be used. Thus, is there any evidence as to how one 
can tell in using this tax-sparing device just how much tax relief is needed for an 
effective incentive? If the effect of the incentive is insignificant—and an experi- 
enced witness stated to the committee that no serious amount of capital would 
be attracted because of this device in the Pakistan Treaty—then a tax windfall 
has resulted and our Treasury has lost revenue for no real purpose. Further, 
how do we recognize which are the countries to which American investment should 
be directed by tax incentives? Certainly the test cannot be simply those countries 
which offer tax concessions, yet this appears to be the sole criterion under the 
tax-sparing device. Further, how do we recognize which are the types of activities 
to which American investment should be directed and how do we devise methods 
which would channel the tax incentive so as to draw forth new investment? 
The tax-sparing device, if it answers these latter problems at all, does so really by 
relegating all these problems to the policy decisions and rulings ‘of foreign finance 
ministers and foreign officials. Yet these are exceedingly difficult problems to 
solve and it is certainly a curious solution that says the course and application of 
United States tax incentives basically should be decided not by us but by foreign 
officials, especially when these very foreign officials recognize their own limitations 
and even failures in meeting these problems. It is not enough to say in response 
that all of this is a matter of treaty negotiation. For the very insistence on 
negotiation indicates the inherent weakness of the tax-sparing device as a method 
of developing a clear-cut policy for granting a tax incentive for United States 
investment abroad. While the absence of any guiding standards to solve the 
basic questions enumerated above undoubtedly means that the tax-sparing device 
can only be applied through ad hoc negotiations in treaties, this absence of 
standards hardly thereby becomes a virtue. 

7. The Pakistan Treaty thus involves a very basic issue of tax policy in the 
field of foreign income—an issue as important and far reaching as any that 
Congress has faced on this subject. On the technical side, it involves a con- 
sideration of the foreign tax credit approach, already under examination by the 
tax committees of the Congress. It also involves a consideration of suggestions 
elsewhere advanced which would give effectiveness to foreign tax concessions in 
the limited areas in which they are not effective today.‘ 

Then, there are all the broad and difficult policy issues presented to the com- 
mittee in these hearings. Certainly a proposal as important and far reaching 
as this one merits extended study and discussion by the Congress. It is respect- 
fully suggested that at the very least this course be taken with regard to the 
Pakistan Convention. This committee, together with the Senate Finance Com- 
mittee and the House Ways and Means Committee, at the very least should give 
extended study to these basic problems in the taxation of foreign income before 
any decision is taken on this particular clause in the treaty. 


STANLEY S. Surrey, 
Harvard Law School, Cambridge, Mass. 
Avaust 10, 1957. 


The Cuarrman. Thank you very much. The next witness is 
Mr. Mitchell B. Carroll, counsel to the tax committee of the National 
Foreign Trade Council of New York. 

Mr. Carroll, we are very glad to see you here. 


3 For a consideration of some aspects, see Surrey, Current Issues in the Taxation of Corporate Foreign 
Investment, 56 Columbia Law Review 815 (June 1956). 

4 Thus, elimination of the per-country limitation in favor of the overall limitation, adoption of a carryback 
and carryforward of unused credits, permission to defer tax on foreign income in the case of a United States 
corporation operating in branch form erhaps along the path the British have chosen or the similar sugges- 
tion in Barlow and Wender, Foreign Investment and Taxation (1955), are all possibilities consistent with 
our basic tax policies and involving far fewer pitfalls than the tax-sparing device. There has as yet not 
been any public consideration by the Congress of these suggestions. 
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STATEMENT OF MITCHELL B. CARROLL, COUNSEL TO THE TAX 


COMMITTEE OF THE NATIONAL FOREIGN TRADE COUNCIL OF 
NEW YORK 


Mr. Carrouyu. Mr. Chairman and Senators, do you mind if I 
stand? I can talk more easily. 

The CuarrMan. No. Perhaps you will be heard better. 

Mr. Carrouu. I represent the tax committee of the National 
Foreign Trade Council which as you know is a trade association in 
New York composed of practically all the American corporations and 
individuals that are interested in trading and investing abroad, and 
we have appeared before your committee before, sir, to support previ- 
ous tax conventions that have been concluded and submitted to your 
committee to determine whether or not it should recommend that the 
Senate give its advice and consent to ratification and we have ap- 
plauded what you have done because it has been definitely beneficial 
to American business and investments abroad to have the tax rules 
clearly set forth in a convention that both the United States and the 
foreign country have agreed to. Usually the foreign tax laws are 
written in a foreign language, in this case it would be Pakistani, which 
few Americans could read. This treaty is beneficial in that it clearly 
sets forth the rules. 


ARTICLE XV OF THE CONVENTION 


Let’s cut down what we are talking about to size. We are talking 
about one part of an article in this treaty, article XV, which involves 
the credit for foreign taxes, and it is true that the article first says 
that you get credit for the ‘taxes paid in Pakistan and then you will 
also get credit for a tax that you are deemed to have paid in Pakistan. 
What is this tax that. you are deemed to have paid in Pakistan? 
Yesterday in anticipation of coming down here a tax man put down 
some figures on a piece of paper which shows just what we are talking 
about. 

Let us assume that your investment in Pakistan is a million dollars 
and that your return on that is $200,000. All that you are getting 
as a reduction under this treaty is what is provided in section 15B, 
namely exemption from income tax and supertax, income equal to 
5 percent of your investment. In this ease 5 percent would be 
merely $50,000. So it means that your income of $200,000 would 
be reduced to $150,000 and without going into all the computations, 
you find that the United States tax would be $104,000, that the credit 
for taxes paid in Pakistan—and incidentally the total effect of rate of 
taxes is 64 percent, higher than the United States rate, after this 
allowance the taxes paid in Pakistan would be $98,000 and without 
the treaty you would be paying $6,000 to the United States. Now 
all this treaty means that in this particular example the United States 
gives up $6,000. 

The CHArRMAN. You mean taxes paid or taxes levied. There has 
been that distinction made here this morning. 

Mr. Carrouu. All it has given up in this case is what corresponds 
to the reduction of tax in Pakistan due to this allowance of 5 percent 
of your investment 

The CuarrMan. Which is it, taxes paid or taxes levied? 
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Mr. Carro.u. It means—all this does is give a reduction in the 
taxes, in the credit for taxes paid in Pakistan which corresponds to 
the allowance. 

Senator Humpurey. I believe I see your point. You are saying 
that the Pakistan law permits you to receive a 5 percent return on 
your investment tax free? 

Mr. Carrouu. That’s right. 

Senator Humpurey. After that you pay a 64 percent tax on every- 
thing you make above that? 

Mr. Carro.u. That’s right, sir. And the total effective rate in 
Pakistan comes to about 64 percent. What this does is cut down 
the burden of the Pakistan tax so it is nearer to the rate of the United 
States. It doesn’t mean a complete exemption as has been repre- 
sented to you. 

Senator Humpurey. Pakistan could change the law. 

Mr. Carrouu. We are talking about the present law. 

The CuarrMan. What is proposed. 

Senator Lone. What the treaty says. 

Mr. Carro.u. Let us address ourselves if we may to this provision 
in the treaty. 

Senator Lone. You are addressing yourself to facts that are a 
limited situation but the treaty goes far beyond those facts. So you 
are addressing yourself to the facts of Pakistan rather than the 
language in this treaty. 

Mr. Carrouu. No, sir. I am addressing myself to the effect of 
this treaty on the United States insofar as it concerns the credit 
allowed an American corporation which qualifies under section 15B 
of Pakistan law, which means that during a period of 5 years, it will 
get a reduction in its tax base equal to 5 percent of its capital. In 
other words, it is a very limited allowance and it is only allowed for 
5 years. In my opinion, there has been much ado about very little. 

The principle of the thing is important, and getting down to prin- 
ciple, in the first place—— 

cae Witey. Have they any oil in Pakistan? Does this apply 
to oil? 

Mr. Carrouu. This would apply to any industry that meets the 
requirements of section 15B. I haven’t got that section with me, 
but it applies to any industry. I suppose it would apply to an oil 
industry too. I don’t know whether they have explored for oil in 
Pakistan or not. 

Senator Wiiny. Can anyone tell us whether it has application to 
companies doing oil business? 

r. Kautigarvi. I believe it does. 

Senator Witey. What company in America is operating there? 

Mr. Katisarvi. I don’t know, Senator. 

Senator Witey. Of course you have the 27.5 percent depletion 
allowance which is not understood by most people for the simple 
reason that they get their oil cheaply and 27.5 percent is the gross sales. 

Mr. Sram. I just wanted to point out that the law they have over 
there says ‘To stimulate economic development certain exemptions 
from income and supertax’’—that is the surtax—‘“are allowed in the 
case of new industrial corporations. Specifically the exemptions apply 
to any industrial undertaking which was commenced in Pakistan 
between August 15, 1947, and March 31, 1958, for the manufacture 
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or processing of goods, shipbuilding and navigation, the production 
of electric power, the exportation of mineral and oil deposits, or any 
other purpose which is declared by tax authorities as qualified for the 
exemption. Such an enterprise will qualify for exemption regardless 
of the form in which it is operated provided that at least 10 persons 
are employed. For the first 5 years of operations the profits of a 
qualifying enterprise equal to 5 percent of invested capital are exempt 
from both income tax and supertax.” 

That is the provision that is in the convention. 

Senator Witey. And the figure for the tax in Pakistan is 65 percent. 

Mr. Sram. It is about that. 

Senator Witey. That is the present tax in Pakistan. 

Mr. Stam. In Pakistan. 

Senator HickKENLOoPER. You said that is in the convention. You 
mean convention or Pakistani law? 

Mr. Sram. What I meant to say is that the convention is predicated 
on this law. 

Senator HickENLooper. The provisions you have been reading are 
in Pakistani law. 

Mr. Stam. That’s right. 

Mr. C ARROLL. They are in section 15B of this law to which 
allusion is made in this article XV of the convention. 

If I may resume, as Mr. Stam has pointed out, it merely means 
reduction in the tax base of income and supertax equal to 5 percent 
of the capital employed. In this example where we had an invest- 
ment of a million dollars and a presumed income of 20 percent of the 
capital, of $200,000 which was reduced to $150,000 by this allowance 
of $50,000, 5 percent of the capital, vou have a foregoing by the 
United States of only $6,000. 

Now, getting back to the principle of the thing. In the first place, 
my predecessor has stated that the Congress rejected the proposal of 
the President. 

1 think—you of the Senate know the record better than I—but 
according to what was stated in the Senate Finance Committee re- 
port, that committee postponed consideration. The following year 
the same provisions that had been considered and had been post- 
poned were brought out in H. R. 7725, but the President then took 
a position against any reduction in taxes because of the budgetary 
situation and so the consideration of H. R. 7725 was postponed. 

Just yesterday in the Wall Street Journal it was announced that the 
Congress was giving further consideration to the question of the treat- 
ment of tax requiring income and presumably next year we will have 
the question before us. 


REASONS FOR TREATY APPROACH 


Senator HickENLooper. Mr. Carroll, I am going to have to leave 
in just a few minutes but I would like your observation on this par- 
ticular point. Is there any question but that the Congress of the 
United States can pass a law granting the same kind of a concession 
to foreign investment as is contained in this treaty? 

Mr. Carrouu. That’s right. 

Senator HickENLOoopER. We could allow that or any other particu- 
lar kind of concession. 
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Mr. Carrouu. Yes. 

Senator Hickent ooprR. We have the power. 

Mr. Carro.u. Yes. 

Senator HickenLooprer. Then, from your standpoint, why is it 
included in a treaty? In other words, there is the practical perma- 
nence, at least, of a treaty for a long period of time. Doesn’t it, in 
effect, take the tax regulatory power out of the Congress and freeze 
it into a treaty which Congress can’t touch unless we denounce the 
treaty? 

Mr. Carrouu. Well, sir, Mr. Smith and others will follow— 

Senator HickmenLooper. I am not alleging that. I want to get 
your view on it. 

Mr. Carrouu. We have officials here that can answer that officially 
but if I can give the layman’s view. I think the reason is this. Mr. 
Humphrey, the Secret ry of the Treasury, really explained all this 
when a mede his announcement before the financial conference in 
Rio de Janeiro in October 1954. He said that the Treasury was con- 
templating embodying in tax treaties a recognition of the concessions 
granted by other countries to attract American investments and the 
recognition would only be given for temporary concessions. 

So I think the reason why the treaty approach has been adopted is 
that it is very difficult to draft in the Internal Revenue Code a pro- 
vision that meets all the situations. It is easier to do as has been done 
in this treaty with Pakistan to give the concession with reference to 
a specific provision of law of the other country, so that your con- 
cession is thereby limited in scope and in time. The law of Pakistan 
says this is only given for certain enterprises. 

In other words, you limit the scope of the allowance under the 
treaty to what that particular country wants and it makes it easier 
in the bargaining in concluding tax treaties to give our Government 
representatives the power to grant this concession against our tax 
credit in return for concessions that the other country will offer. 

I think that is the reason, sir. 

It would be very difficult to draft legislation that would meet all 
the different types of allowances oranted by other countries. I sup- 
pose it could be done because Mr. Stam is very adaptable and adept 
in legislation and he can answer better than I whether he thinks the 
legislative approach is better than the treaty approach. 

I think that is the reason. It is easier to tailor the treaty to the 
particular concession by reference to the language in the foreign law. 

Senator HickeNLoorer. Thank you. 

Mr. Carro.u. Then 

Senator Wiiey. Just one other question there. 

Taking the figures you used and assuming that half of the corpora- 
tion’s income was paid to American stockholders in dividends, I assume 
they would have to pay an income tax on it if they were in the United 
States. 

Mr. Carrow. That’s right, sir. 

Senator Winey. I am trying to get the balance against this $6,000 
which you said is all that the Government would lose? Do you see 
my point? 

Mr. Carro.u. I don’t know. It is awfully difficult presumably. 
In the first place you don’t get this credit until the income returns to 
the United States, because this is a credit against the tax paid to the 
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United States on the income that comes into the United States and 
will be distributed to the shareholders, 

Senator Witty. Or kept in the corporation. 

Mr. Carroui. But the advantage is, I suppose, in the case of the 
American corporation in this case, it means a reduction in the Pakistan 
tax which ordinarily has an effective burden of about 64 percent and 
it brings it down nearer to the United States rate of 52 percent. In 
many cases it will leave a higher rate in Pakistan than you pay in the 
United States. Whenever vou pay a higher rate in the foreign country 
than you pay in the United States, you have to bear in effect a penalty 
for investing in that country. 

But the point I was trying to make is that the importance of this 
provision in the Pakistan treaty has been grossly exaggerated by my 
predecessor. 


COMPUTING TAXABLE INCOME IN PAKISTAN 


Senator Humpnrey. First of all, I want to tell you I appreciate 
your testimony. It is very helpful. When you say that 65 percent 
rate in Pakistan, now we have in the tax schedule 2 rates. You are 
taxed up to $30,000, and then you have your surtax on top. 

Mr. CARROLL. Yes. 

Senator Humpurey. What is this 65 percent? How many exemp- 
tions does it have? How many little ways do you have of not really 
making the 65 percent? Sixty-five percent on what? This is really 
what it gets down to. You can have 65 percent on nothing, you know. 
Or 65 percent on what is determined as net income. How do you 
determine net income under Pakistan law? 

Mr. Carroii. That was given to me as the net income that results. 

Senator Humpurey. Net income is a big catch phrase. It depends 
on how you determine net income. 

Mr. Carroiu. Well, it is substantially the same— this is a business 
corporation and the result is substantially the same. 

Senator Humpurey. Not necessarily. In determining net income 
in Pakistan, you may not be able to charge off advertising. Maybe 
that is not a business deductible expense. I don’t know. Net income 
is a very, very loose phrase. Net income for my brother is entirely 
different than for me. He is in business and I am not. In business 
he gets concessions that an ordinary person does not get if he is not in 
business. If I want to run an ad in a newspaper as a citizen I can’t 
deduct it as a business expense. If Humphrey Drug, Inc., wants to 
do it, it can deduct it as a business expense. One gets a deduction 
and the other does not for doing the same thing. What is net income 
in Pakistan? Net income in the United States is a very clever 
device. 

Mr. Carrouu. I understand it is the same for a business enterprise. 

Senator Humpurey. Maybe Mr. Stam knows 

Mr. Sram. I can make a statement from a digest I have. It says 
taxable income of a company is computed on a net basis after deduc- 
tions from gross income similar to those allowed under United States 
Federal income tax. 

Senator Humpurey. Under our Federal income tax. 

Mr. Stam. Yes. 

Senator Humpurey. That helps. 
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Mr. Sram. Depending upon the amount of its income a company 
may be subject to the following rates of tax. Income tax imposed at 
a flat rate of 31% percent. Supertax imposed at a flat rate of 25 
percent but subject to a system of rebates, and business profits tax 
imposed at a rate of 16% percent on profits in excess of 100 rupees 
or 6 percent of invested capital whichever is greater and the business- 
profit tax as I understand it is not in this concession at all. 

It is just the income tax and supertax. 

Senator Humpnrey. When you say 65 percent effective rate, you 
like to know effective on what? 

Senator Lone. How much do they have to make before the supertax 
rate oe into effect? 

Mr. Sram. I don’t know. Does anyone have that? Before the 
super tax goes into effect. 

Mr. Carro.t. I think it is on the same income. 

Mr. Smiru. It is on all of the income after the deductions of the 
business profits tax. It has the connotation of having an element of 
progression by the very name but it does not in fact have that sig- 
nificance in Pakistan. 

Senator Lone. You tax them at 31 percent and then out of what 
they have left you then tax them 25 percent. 

Mr. Smirxu. You deduct the business-profits tax which is 16% 
percent, I think. 

Senator Humpurey. On net. 

Mr. Smirx. On net income with the exception of the first hundred 
thousand rupees or 6 percent on invested capital. 

Mr. Stam. That is the one I read. 

Senator Lone. You tax them 16 pere ent; then you tax them 31 
pereent; then what is left over you tax at 25 percent. 

Mr. SmirH. No; the 25 percent applies after what is left over, 
after the first deduction. I have an exhibit which describes the 
Pakistan tax system in detail. 

Mr. Carrouyi. After the company gets through paying these taxes 
it withholds a supertax on the income it distributes to the share- 
holders. It is the burden of these altogether that comes to 62.5 
percent or something like that 

Senator Lona. If Pakistan is collecting those taxes I shouldn’t 
imagine they are having much success in getting any investment over 
there. 

Mr. Carroui. That is the amazing thing. Here they have this 
high tax rate. Obviously an American corporation bearing 52 per- 
cent is not going to be tempted to go into a country where ‘they will 
have to pay 62 percent or 63 percent or 64 percent, or whatever it is. 
So they give this little concession, which amounts to very little when 
you compute it out. In this example it only makes a difference of 
$6,000. 

AMERICAN CORPORATIONS OPERATING IN PAKISTAN 


Senator Lona. Is there any American business over there of any 
consequence at the present time in Pakistan? 

Mr. Carrouu. I guess there are a number of corporations, nothing 
of any great size, because it is just too burdensome. 

Senator Lone. None of any considerable size. What size do you 
have in mind? Do you have any knowledge of what companies are 
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over there doing business? Do you have any knowledge of who might 
be interested in this? 

Mr. Carrouu. I guess the Treasury probably knows. 

Mr. Smirx. The company I have heard from most is one General 
Mills. 

Senator Humpurey. A fertilizer plant. 

Mr. Smiru. Not only fertilizer but it is some sort of nuts that are 
grown only in Pakistan that are useful in a variety of ways or extracts 
therefrom. I forget the particular form 

Senator Humpurey. | heard about it. 

Mr. Smirx. General Motors has some assembly activities there on 
a very small scale. The General Mills is the one I have heard from. 

Senator Wiiuy. Is that credit of 5 percent on the total capital of 
the American corporation or the total capital invested in Pakistan? 

Mr. Smirux. Only the capital invested in Pakistan. Given all the 
risks | doubt if any company would go into Pakistan if they didn’t 
expect to get substantially above the 5 percent which is the only 
amount that gets the partial tax concession. 


ENCOURAGING PRIVATE INVESTMENT ABROAD 


Senator Witey. On the one hand, Professor Surrey alarmed us, 
and now the present witness says this doesn’t amount to very much, 
and yet the purpose of the tax concession is to make it so that Ameri- 
can capital will invest. 

If it is such a little inducement, what is the good of it? Now I 
begin to think this convention is no good at all. If the real purpose 
of this convention is to encourage American capital to invest, why 
should any American company want to go to Pakistan and pay 62 
percent, or why should it want to go and pay 52 percent, when the 
best markets are here in the United States? 

Why should they want to pay 40 percent? 

Mr. Carrouu. That is a fine question. There is another provision 
in the convention 

Senator Witry. Maybe now we will find out. 

Mr. Carroxiu. That reduces the rate on dividends, that cuts the 
rate on dividends paid by a corporation entitled to the benefits of this 
provision, the rate that is paid by the shareholder as distinguished 
from the company itself. 

Senator Wi.ry. I feel as Senator Long did, without necessarily 
going into the details of what he had in mind, when he was talking 
about the point differential. 

I think you do need inducements for foreign capital to go abroad. 
Particularly this is true in countries where the economic and political 
situation is indefinite and unstable. 

I am prepared as a Senator to vote for that kind of concession. On 
the one hand, I got the feeling that this convention was wide open 
for abuse and then now, I get the feeling that, well, it really doesn’t 
amount to very much, and therefore if that is the case, it doesn’t seem 
to add up to much help. 

Mr. Carro.t. It is beneficial because it makes the situation not 
quite as bad as it was. 

Senator Witrey. I see. Go ahead 
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Mr. Carrott. I think you can be sure, Senator, that Mr. Dan 
Throop Smith and his colleagues in the Treasury are death on loop- 
holes, as you know, didn’t create a loophole in this provision. 

Senator Wiey. I have great regard for Mr. Smith. 

Mr. Carrot. It is a very narrowly construed thing in the conven- 
tion and I am sure that it will be just as tight in the regulations. I 
bet you even as smal) as this is that any corporation that wants to 
benefit from it will have to expose all its figures to the Treasury 
Department and they won’t get it unless they are entitled to it. All 
this business about the Treasury exposing itself to the foreign admin- 
istration isn’t so. It is the poor taxpayer that has to come in and 
justify the allowance of this. You know our revenue agents. It 
isn’t going to be easy. There can’t be any monkey business. They 
will first have to work to get the allowance from the Pakistan Govern- 
ment and then they will have to work twice as hard to get its recogni- 
tion from the Treasury. 

But we are in favor of the principle of the thing. 

Senator Smita. What inducements will this really give to the 
business people that you know to go to Pakistan? That is what those 
of us on this committee want to know. 

Mr. Carrouu. Pakistan itself has given this inducement. 

Senator Smiru. Is it adequate inducement, in your judgment, to 
get American firms to go over there with all the risk in order to help 
carry out our foreign policy to help foreign countries? 

Mr. Carro.u. It remains to be seen. Up to now the inducement 
has been.ineffective because the United States Government has killed 
its inducement through its own tax law. 

Senator Smiru. Then we ask our taxpayers to help Pakistan. We 
want to get private business to help them. 

Mr. Carrouu. Exactly. Up to now, what was the use of an Ameri- 
can corporation getting a reduction in its Pakistan tax if the United 
States picked up whatever it saved in Pakistan by an increased United 
States tax? In other words, the operation of the American tax law 
nullified the concession given by Pakistan. It was tantamount to an 
unfriendly act vis-a-vis another country, and it was contrary to all 
the pronouncements of our administration about encouraging private 
capital to go abroad. 


HISTORY OF PROPOSAL IN CONVENTION 


I would like to go on to another point, and that is what was done 
in England. As you know, the English adopted the income tax to 
help in the wars against Napoleon 


The CHarrMan. Our time is getting : short. What is the purpose of 


your bringing in England’s experience? 
Mr. CARROLL. The reason is, sir, that mention was made that 
, 
England had adopted this proposal and rejected it. 

& 

The CuHatrRMAN. You want to contradict that statement. 

Mr. Carrot. I want to give something in controversion of that. 

aD > 

The CuarrMan. All right. 

Mr. Carro... It is true that they did reject this particular credit 
for a tax, but in the pending finance act in England there is a provision 
that is much broader than that and much more liberal. The English 
gave = a little thing for something that is big and important and will 
give English companies a definite money incentive. 
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The CHarrMan. What is the provision to which you are referring? 

Mr. Carro.tu. That is what 1 am getting at. Let me quote from 
the ‘‘bible’’ here—— 

Senator Humpnrey. Where? 

Mr. Carrouu. This is supposed to be the report. 

Senator Humpurey. When people read this testimony, they read 
it literally. 

Mr. Carrouu. I stand corrected—I am reading from the report of 
the Royal Commission to the taxation of profits and income, the final 
report rendered in June 1955, and this report made certain recommen- 
dations that have been incorporated in the finance bill now being 
considered by the British Parliament and, according to our latest 
information, these particular provisions to which I allude will be 
adopted. 

The interesting thing, Mr. Chairman, is that in England they are 
concerned with exactly the same problem that you are concerned here 
with. England has the same type of tax system. We copied ours 
after the English. An English corporation is taxable in England on 
its entire income wherever it is concerned, now in Pakistan or wherever 
it may be. 

They grant a credit for foreign taxes and they recognize that ¥ one 
of their possessions, for example, like Trinidad, grants a 5-year tax 
holiday—they have used the term—it is no inducement to an English 
enterprise, because England gets the full tax that Trinidad has given 
up, and they consider that an unfriendly act toward Trinidad. And 
the same would be true vis-a-vis Pakistan or vis-a-vis any other 
country that offered a tax incentive to attract British capital or 
American capital. It is the same incentive that is being offered to 
attract American capital. 

This is what the Royal Commission says, and it is just one sentence— 
Our first report made it clear how undesirable is the situation that arises when a 
tax or some portion of tax is deliberately foregone as a matter of policy by the 
country where profits are made, with the only consequence that a larger measure 
of tax accrues to the United Kingdom exchequer. 

If you read Mr. Dan Throop Smitb’s testimony, it almost seems as if 
the members of the British Royal Commission had taken the words 
out of his mouth, or vice versa. 

It is exactly the same problem. Let me turn over to the brief 
description of this new provision that is being enacted in England. 
They propose to solve the problem by authoring the creation of a 
corporation that would trade exclusively abroad and would exempt 
from the British income tax and profits tax the trading profits of that 
corporation subject to certain conditions. One, that the cor- 
poration 

The CuHarrMAN. I don’t think we can go into these details. 

Mr. Carrotu. All I wanted to say, sir-—— 

The CuHarrMan. I would like to have it all in detail, but it is a quar- 
ter past 12 now, and we have been here since 10 o’clock. I don’t know 
whether we can sit this afternoon. 

Mr. Carrouu. All I want to say is that in this legislation they 
contemplate this very situation you have in Pakistan, so that when the 
British finance act is passed, a British corporation would have the 
very advantage that is contemplated in this treaty, and if you don’t 
give it in this treaty you are going to allow the British corporation 
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operating in Pakistan to have a definite dollars-and-cents competitive 
advantage over the American corporation. 

Senator Lone. What you are saying is that, in Pakistan, corporate 
earnings are taxed at a much higher rate than they are taxed in this 
country? 

Mr. Carro tu. That’s right. 

Senator Lone. But there is a situation in Pakistan law that some- 
what compensates for that. 

Mr. Carro.u. Permits a reduction in the burden. 

Senator Lone. What you are saying is that Congress should look 
at this particular situation, this particular provision in law. 

Mr. Carrot. That’s right. 

Senator Lone. Which might make it desirable for American invest- 
ments to go to Pakistan, where otherwise it is completely undesirable. 

Mr. Carrouu. That’s right. 

Senator Lone. That’s your argument? 

Mr. Carrouu. Right, sir. 

Senator Lone. You say this particular provision should not be 
used as a precedent for a general thing, but, looking at the specific 
situation, vou think the committee and the executive branch should 
approve it? 

Mr. Carrow. Exactly. If any other opportunities arose, you 
would have the power to examine that. It is not a general thing 
that will cost a great deal of money. This is a specific thing. 

Senator Lone. This won’t cost the Federal Government any 
money, if I understand it. 

Mr. Carro.u. Have you finished? 

Senator Lone. Yes. The point you are making is that the British 
Government has pending and is just about to enact a provision that 
accomplishes the same purpose as this treaty provision about which 
we are speaking, and if we don’t adopt this treaty provision we will 
give the British corporation that is there competing with the American 
corporation a definite dollar-and-cents advantage. 

The CuarrMan. That is a very interesting point. I thank you for 
your testimony. 

Senator Humpurey. I realize the time factor. I see Dr. Surrey 
constantly shake his head in protestation. While we don’t have the 
time, I would like to ask Dr. Surrey, if he has some thoughts on this, 
to furnish a memorandum for insertion in the record. 

I am interested in this subject and I don’t want to be prejudiced. 
I might have been in the beginning. I want to know what the facts 
are. 

The CuHarrMan. Professor Surrey will bear that in mind and can 
comply or not as he sees fit. 

Mr. Carro.tu. May I put my thoughts in writing for the record? 

Senator Humpurey. Yes. 

(Mr. Carroll subsequently submitted the following memorandum 
for insertion in the record:) 

The NFTC appreciates the opportunity of submitting a further statement in 
support of its recommendation that the Senate approve and consent to the 
ratification of the proposed tax convention with Pakistan (Ex. N., 85th Cong., 
Ist sess.). The purpose of this supplementary memorandum is to clarify certain 
points which were presented in the hearing on August 9, 1957. 

The council is in complete agreement with the position taken by the Depart- 
ment of State and by the Treasury Department represented by Mr. Kalijarvi 
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and Dr. Smith and supported by Colin F. Stam, Esq., counsel of the joint com- 
mittee. The testimony of these gentlemen presented the circumstances and 
considerations of policy relevant to the proposed treaty in what we consider a 
fair and proper manner. 

The testimony offered in opposition to the treaty by Mr. Surrey, on the other 
hand, contains certain inaccuracies in interpreting the Pakistan tax law, and in 
developing the effect of the proposed treaty, which we feel it is necessary to correct: 
otherwise the members of the committee may not evaluate precisely the merits 
of the proposal before them. 

Mr. Surrey asserts early in his statement: ‘‘Under certain circumstances the 
treaty eliminates all taxation of income from Pakistan, double or single.” 

The only circumstances in which all taxation would be eliminated are those 
(1) in which the taxpayer was eligible for the allowance provided for in section 
15B of the Pakistan law, and (2) in which the income otherwise subject to tax did 
not exceed a 5 percent return on the investment. This allowance is explicitly 
limited to: enterprises such as extractive and manufacturing, established during 
a period ending in 1958, under present Pakistan law, and to these in only the first 
5 years of their operation. In other words, the inducement is offered only to new 
ventures essential to Pakistan’s economic development, and is available only 
during the hazardous early life of each venture. By early 1963, neither the 
allowance nor the treaty stipulation will be of any fiseal significance. It is only 
by a severe stretch of the imagination that any ‘‘windfall’”’ to established ventures 
would be involved, and even this would fall clearly within the narrow limits of the 
intended incentive, as for example, if an established trading venture went into 
manufacturing in Pakistan. 

To illustrate the effect of the treaty stipulation, we have computed the tax 
position of a branch of a United States corporation, assuming an investment in 
Pakistan of $1 million, and an operating profit of $225,000. This computation is 
attached as exhibit I. The assumption as to profit is certainly liberal for any of 
the first 5 years of operation, and the results are somewhat different from the cases 
referred to in earlier testimony. It will be seen that in case 1, where the income 
is derived wholly from trading, neither the Pakistan law, nor the treaty stipulation 
has any effect upon the tax burden borne by the enterprise, which is at the rate of 
62.84 percent, and consists wholly of local income taxes. In such a case, it might 
be observed, the tax burden of an American branch is the same as that borne in 
identical circumstances by a Pakistani concern or one owned anywhere abroad. 

If as in case 2, the income is derived wholly from manufacturing, and the 
concern qualifies under section 15B, the Pakistan tax burden is reduced to 43.7 
percent. However, without the benefit of the treaty stipulation, our Treasury 
will collect the differential between 43.7 percent and our prevailing rate of 52 
percent, or 8.3 percent. Thus the American venture’s aggregate tax burden will 
be 52 percent, or 8.3 percent higher than that of a Pakistani concern, or of a 
concern organized in any one of the foreign countries which exempt foreign income 
from their tax. Since these concerns are those with which the American venture 
is in direct competition, the economic impact of our tax is not neutral but places 
our investor at a distinet disadvantage. 

The precise intent, and effect, of the treaty stipulation under discussion is 
shown in case 3. The Pakistan tax, reduced to 43.7 percent by their incentive 
a is the same as that. payable by any other enterprise wherever owned. 
3ut if, under the treaty, our Government foregoes its tax, two constructive 
results are attained. Not only is the incentive permitted to have its intended 
effect of stimulating productive investment in Pakistan, but the fiseal disad- 
vantage under which our enterprises labor as compared with local or foreign-owned 
enterprises, is correeted. Since the whole burden consists of Pakistani tax, to 
which all concerns are uniformly subjeet, a true tax neutrality is achieved. If the 
proposed treaty stipulation comes into force, in the particular case which we 
have assumed, the cost in terms of revenue to the United States is $18,600, as 
compared with revenue sacrificed by the Pakistan treasury of $28,100. If the 
treaty does not come into force, this Government will obviously poeket $18,600 
more, but this sum is really taken from what the Pakistan Government has 
offered as an incentive to economic progress. It is understandable that such a 
result: arouses resentment quite disproportionate to the insignificant amonnts 
involved. 

The usefulness of the treaty approach in devising a cure for this frustration of 
foreign incentives should be apparent from the preceding discussion. The stipu- 
lation in the Pakistan treaty is addressed precisely to the situation there. Its 
application is transitory, since by 1963, under present Pakistan law, the local 
incentive will have no effect. 
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The council finds itself in agreement with Messrs. Alvord and Surrey that this 
device of recognizing taxes spared for credit purposes is not an adequate substitute 
for a generalized liberalization of our regime with regard to income from foreign 
sources. This is true whether the result is accomplished by treaty negotiations 
with underdeveloped nations, one by one, or by legislation effective globally, but 
practically significant only in those areas where new investment incentives are 
being resorted to, namely underdeveloped and presumably capital-poor countries. 
These new investment incentives commonly take the form of lower rates or exemp- 
tion from tax, over an initial limited period. Hence, any recognition of them by 
this Government is essentially a short-term commitment on a specialized set of 
facts. 

Mr. Alvord is quite consistent in favoring the treaty as a short-term remedy 
for a special situation. Any future similar treaty provisions should be evalu- 
ated on the same ad hoc basis. Professor Surrey, on the other hand, has argued 
that the tax-sparing device encourages other nations to adopt unrealistically 
high rates generally applicable, because they can nevertheless attract new invest- 
ment capital by special inducements. The inconsistency in this position is that 
Professor Surrey advocates his version of tax neutrality on the part of this Gov- 
ernment, which practically compels the foreign government, in defense of its 
revenues, to adopt at least a 52-percent rate on corporate income, which is in 
many eases unrealistically high. Of course, this Government makes no statutory 
provision for relief of the American investor when the foreign tax rate is appre- 
ciably higher than our own, as it is in many foreign countries. We do not, as 
he suggests, “prevent a burden higher than 52 percent falling on our investors.”’ 
In such a situation, tax ‘‘neutrality,’’ as he defines it, is a pure abstraction with- 
out meaning. When the foreign tax rate is equal to or higher than our own, it 
is quite true that the foreign government has set our actual tax rate at zero, and 
even when the foreign rate is less than 52 percent, it is entirely within the sov- 
ereign right of the foreign government to fix a rate of tax which, by operation of 
our credit system, controls the effective rate of tax imposed and actually collected 
by this Government. As Dr. Smith has pointed out, the trend of higher rates 
abroad is so definite as to indicate a progressive closing of what gaps do exist, 
and a corresponding steady evaporation of the revenue collected on foreign source 
income, as tax-rate differentials decrease and disappear. Mr. Surrey is correct 
in using 52 percent as a reference point in discussing the implications of the treaty 
with Pakistan. However, it must be recognized that the decreased rate of 38 
percent, which is applicable to Western Hemisphere trading corporations under 
the 1942 statute could conceivably apply to approximately two-thirds, by esti- 
mated value, of our aggregate of private overseas investment, or possibly to an 
even larger percentage of the income these investments produce. So, to leave 
the impression with the committee that a uniform 52-percent rate is the burden 
borne by the American foreign investor, is wrong on 2 counts. In many cases it 
is substantially higher, by reason of the exactions of foreign governments, and in 
some cases it is substantially lower, and may not exceed 38 percent; but under 
our credit system, averaging these rates is not common. 

Mr. Surrey in conclusion makes another statement which requires correction. 
He says: “Basically, most foreign countries, as does the United States, tax income 
from foreign sources.’’ The truth is that the United States is one of a small minor- 
ity of nations which adhere to the theory of taxing income of its nationals, from 
whatever source derived, and regardless of its nature, and that most capital- 
exporting nations either exempt business income from foreign sources, or provide 
much more substantial fiscal inducements for foreign investment by its nationals 
than does this country. A recent publication of the Harvard Law School inter- 
national program on taxation, entitled ‘‘Tax Factors in Basing International 
Business Abroad” by William J. Gibbons (Harvard University Printing Office, 
Cambridge 1957) opens with the following statement: 

“More than 40 countries either grant preferential tax treatment to foreign 
income earned by companies organized under their laws or levy no income tax on 
foreign or domestic income.” 

The footnote gives a list of the 40 countries, and includes such important sources 
of capital as Australia, Belgium, Canada, France, Italy, Netherlands, Spain, and 
Switzerland. Others are listed as potential tax havens. The book is documented 
by digests of the tax laws of several of these countries, which support to that 
extent, the statement quoted. The National Foreign Trade Council has sub- 
mitted to the Committee on Ways and Means, summary lists of countries which 
either exempt foreign income or make substantial concessions in its favor.! 





! See General Revenue Revision: Hearings Before the Committee on Ways and Means, House of Repre 
sentatives, pt. 2, pp. 1418, 1419, August 5, 1953. 
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It is probable that, had the Harvard Law School publication not gone to press 
when it did, the United Kingdom would have been added to the list referred to. 
Under the law prior to the passage of the Finance Act, 1957, on July 31, 1957, a 
United Kingdom company having its center of management abroad was subjected 
to tax only on that portion of its earnings brought home to England. In part IV 
of the current Finance Act, 1957, elaborate provision is made for outright exemp- 
tion of trading income to use the words of the act, ‘‘as if it (the trade) were being 
carried on wholly outside the United Kingdom by a person not resident in the 
United Kingdom.” It is provided that an overseas trading corporation, on 
declaring a dividend to resident shareholders, must accept a charge for income 
tax, but such taxes are recouped from the shareholders and they have in turn a 
credit against their tax. This does not change the character of the arrangement 
from exemption to deferral, as we have understood the distinction over here. 
This is clear from the further provision that in the case of nonresident share- 
holders, the tax, although payable in the first instance by the company, will be 
refunded to the shareholder upon proof of nonresidence. The system is moreover 
elective, as any company which would be considered an overseas trading corpora- 
tion may elect not to be so treated. 

We accordingly suggest that, in order to bring the record up to date, the 
United Kingdom be added to the list of countries which grant preferential tax 
treatment to overseas business income. This may prove of specific interest in 
Pakistan, as affecting the existing and potential competition which faces United 
States enterprises operating there. 

The foregoing may serve to correct some of the inaccuracies of background 
which might affect the consideration of this treaty, and clear up its precise effect. 
Assuming this has been accomplished, we should go on to the possibly more 
interesting question of whether or not the proposal is consistent with United 
States foreign economic policy, and implements it in one of the ways intended by 
the Congress. 


THE CREDIT FOR TAXES SPARED IS NOT CONTRARY TO UNITED STATES POLICY 


United States policy with respect to the taxation of income from foreign sources 
is not, as. assumed by Mr. Surrey, that all investors abroad will pay 52 percent 
tax upon their taxable income. It is obvious that an enterprise operating in 
Pakistan may have to pay 63 percent if that Government requires it. But if the 
foreign government is moderate in its exactions, particularly with respect to new 
ventures, can it be the policy of this Government to nullify the inducements 
offered? On the contrary, the policy of this Government is to encourage foreign 
investment by its nationals. To implement this policy, or even to be consistent 
with it, requires an intelligent and liberal approach to problems of taxing foreign- 
source income of our nationals. Certainly it requires a regime which does not 
nullify the inducements offered by foreign governments, and one which does not 
encourage them to adopt income tax rates comparable to our own. 

In 1942, the Congress adopted a more liberal regime for companies operating 
in the Western Hemisphere, then as now, the area principally favored for overseas 
investment by our nationals; comprising roughly two thirds of the total. The 
statutory tax rate on income so derived, if requirements are met, is reduced by 14 
percentage points. The Congress has given serious consideration in the last 2 
years to extending this concession rate globally: that the proposed legislation did 
not pass cannot honestly be attributed to disinclination to recognize the need for 
liberalization, but rather it was the result as stated by the conferees, of a desire 
to give the matter more study. The matter is receiving study in various quarters, 
and the proposal to generalize the 14-point reduction has received widespread 
endorsement. Opposition to this and other proposals for liberalization centers 
around the concept of tax ‘“‘neutrality’’ which, despite its theoretical plausibility, 
is far from being a reality, and is not presently accepted policy. 

What is really involved is the unfavorable economic impact of our tax regime, 
operating beyond our borders to reduce the capacity of our investors to accumulate 
and reinvest earnings—an absolutely essential process if our major economic policy 
objectives are to be promoted. When other governments try to facilitate such 
reinvestment by exemptions from tax or moderation in rates, the least this 
Government should do is to allow such measures to have the effect intended. 
That is precisely what the tax-sparing stipulation is designed to do, within the 
limits of specific circumstances set up by the Pakistan tax law. 

It is a substantial point that this stipulation may affect the United States tax 
liability of a United States national. It is, however, misleading to say that this 
is the first tax treaty to reduce United States taxes applicable to American cor- 
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orations. It would be idle to negotiate a tax treaty which might not so operate. 
‘or example, all our tax treaties (including that under consideration) contain 
almost uniform stipulations as to the allocation of income, and its reallocation 
in cases requiring correction. Obviously, the reallocation of additional income to 
Pakistan in the case of associated enterprises, would correspondingly reduce the 
income taxable here, and hence would reduce United States taxes on the United 
States company. Congress has, moreover, recognized such situations in the most 
general terms. Section 214 of the 1950 act, for example, provides ‘‘No amend- 
ment made by this act shall apply in any case where its application would be con- 
trary to any treaty obligation of the United States.”’ In the 1954 Code, we find 
in section 894—Income Exempt Under Treaty, ‘Income of any kind, to the 
extent required by any treaty obligation of the United States, shall not be in- 
cluded in gross income and shall be exempt from taxation under this subtitle.” 

The Departments of State and Treasury have endorsed the tax-sparing stipula- 
tion in this treaty, as a device to mitigate a fiscal disadvantage which our investors 
labor under, with respect to earnings within Pakistan. (See appendix 1.) This 
is specifically a matter of foreign economic policy, as to which the executive 
attitude should in general be accorded full respect. There are no basic concepts 
of policy defined by Congress with which it conflicts. Rather that it gives proper 
play to an inducement offered to American private investment in that country, 
it is a practical implementation of a policy enunciated by the Congress in several! 
successive versions of the Mutual Security Act. Congress, and specifically this 
committee, has wisely recognized that to the extent private investment can be 
persuaded to assist in economic development, demands for public funds are likely 
to be less large and less insistent. 

The discussion by the representative of the State Department has emphasized 
the function of tax treaties in implementing this Nation’s foreign economic policy. 
The National Foreign Trade Council has firmly supported the tax treaty program 
over the years (with the exception of a few which contained commitments to collect 
foreign taxes which this committee agreed were unwise). The consummation of 
tax treaties with a score of foreign nations, including many with whom our trade 
relations are closest and most significant, has proved a great contribution to the 
orderly conduct of business abroad. They have introduced clarity and certainty 
into the international tax field, where much obscurity and uncertainty existed. 
Their benefits have been considerable, quite apart from any reductions in aggre- 
gate tax burdens which may have resulted. 

It is our sincere belief that the tax treaty with Pakistan will be of advantage to 
the United States investor, and may reasonably be expected to be of advantage in 
promoting the objectives of our foreign economic policy. We do not feel that the 
objections raised are of sufficient significance to require withholding the approval 
and consent of the Senate to its ratification. 
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Exnisit I.—Ezample of branch of United States corporation operating in Pakistan, 
assumed invested capital $1,000,000 


Manufacturing branch 
qualifying under see. 15B 





Case I i i" 
Trading 
branch Case II Case III 
Present Proposed 
basis treaty in 
effect 
Assumed operating profit and amount subject to tax before 
allowances $225, 000 | $225, 000 $225, 000 
Allowance for business profits tax (6 percent of capital—limited | | 
to $21,000) 21, 000 
} 204, 000 225, 000 | 225, 000 
Business profits tax (163 percent) | 34, 000 | _-- .| 
Allowance under sec. 15B, 5 percent of capital invested (see | | 
(a) below) | 50, 000 | 50, 000 
Income subject to income and supertax 191, 000 | 175, 000 | 175, 000 
Income tax (3144 percent) and supertax (25 percent) | 107, 400 | 98, 400 | 98, 400 
Pakistan taxes: | 
Business profits tax 34, 000 
Income tax and supertax | 107, 400 | 98, 400 | 98, 400 
Total Pakistan taxes $141, 400 | $98, 400 | $98, 400 
Rate of Pakistan taxes, percent 62. 84 | 43.7 43.7 
United States income tax 
Gross (52 percent of $225,000) $117, 000 | $117, 000 | $117, 000 
Foreign tax credit | 117, 000 | 98, 400 | 117, 000 
Net United States tax after credit | 18, 600 
United States tax saving under proposed treaty | 18, 600 
(a) Pakistan tax saving under sec. [SB (56.25 per- 
cent of $50,000) - 1 28. 100 2 28, 100 


! Not allowable as credit against United States income tax 
Allowable to extent required as credit against United States income tax. 


APPENDIx I 


REMARKS RY RorertT B. ANDERSON, SECRETARY OF THE TREASURY OF THE 
Unritep States, BeroreE THE First PLENARY SESSION OF THE ECONOMIC 
CONFERENCE OF THE ORGANIZATION OF AMERICAN STATES, BUENOS AIRES, 
ARGENTINA, Monpbay, AuGust 19, 1957 


The process of private capital investment can of course be facilitated. As you 
know, my Government believes that toward this end, governments should remove 
tax obstacles that lie in the way of capital formation and private investment. 
This can be done both through unilateral measures, which would remove unsound 
tax policies and administrative practices, and through international tax agree- 
ments. 

We have been engaged in the negotiation of broad tax agreements with a number 
of countries. In addition to establishing rules in these agreements by which to 
assure fair tax treatment, we have sought to give recognition to so-called tax- 
sparing laws which seek to encourage the inflow of capital by granting tax reduc- 
tion for limited periods of time. 

The executive departments of our Government are trying to devise a formula 
by which a credit would be allowed under our laws for the taxes given up by a 
country seeking to attract capital, in the same way as a credit is given for taxes 
actually collected by that country. 

Tax agreements are, of course, a matter for negotiating between the executive 
branches of the governments. Like all treaties, they must, in the United States 
us in many other countries, obtain the approval of the legislative branches of 
government before they can become effective. We now have severa! prospective 
treaties in varying stages of the procedure. One, which includes a credit for tax 
sparing, is now under review by the legislative bodies of the signatory 
countries. * * * 


The CHarrmMan. Next is Mr. Ellsworth Alvord. 
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STATEMENT OF ELLSWORTH C. ALVORD, WASHINGTON, D. C. 


Mr. Atvorp. Mr. Chairman and members of the committee, ] 
shall attempt to be very brief. I filed a letter which appears in the 
original hearings which sets forth my views. The reasons I am 
appearing—— 

The CHarrMan. We will leave that in the record. 

Mr. Atvorp. Are threefold. No. 1, I don’t want the Treasury 
Department of the United States or the executive department of the 
United States to think that they have found a solution for the problems 
that exist. No. 2, I don’t want any foreign country, particularly 
Pakistan—I am not called upon to advise them but if they read the 
letter they will see it applies to them—to think this will attract any 
serious amount of capital from the United States. No. 3, 1 think it 
would be exceedingly unfortunate if this committee or the Senate 
should refuse to ratify and confirm what the executive department 
has done in this respect even though it is virtually of no 


TAX TREATY PROGRAM 


Senator Smirx. You favor the convention, then? 

Mr. Atvorp. Yes, I favor the convention. 

I assume that it still is, as it always has been, a basic foreign policy 
of the United States—and you have to get out of tax policy before you 
can consider matters like this—to promote the flow of goods from the 
United States and to encourage the flow of private capital from the 
United States. <A provision was written by this committee into the 
Mutual Security Act of 1954 which directed the executive department 
to negotiate treaties, including tax treaties, to promote the free flow 
of private capital into underdeveloped countries. What ] am saying 
now applies only to underdeveloped countries. 

Pakistan, India, and virtually every South American country say 
they want private capital. I think we should apply a test and find 
out whether they want it. Senator Long and Senator Humphrey and 
Senator Smith have all referred to the difficulties which we face when 
we are going to consider putting new money into a foreign country. 
You have the matter of war and the threat of war. I understand you 
will permit us to insure against that. It might be effective and may 
not. We have the matter of confiscation. We can insure against 
that with respect to investments in any country which has entered 
into one of our investment guaranty insurance agreements. 

The program is not too good, it is being accepted more than it has 
in the past. It has been in force for quite a while. You have the 
convertible currency problem and the depreciating currency problem. 
You have local discriminations. You have lack of adequate personnel 
over there. I agree with Senator Humphrey it is astounding that 
anyone, except in the cases where you have to, is willing to put a 
substantial amount of money into a foreign country. And I come 
down to the final test after all these other risks are considered and 
either recognized and passed over or recognized and kept in the 
balance, it comes down to the profit after taxes. 

Senator Humpurey. Right. 

Mr. Atvorp. Now, our foreign tax credit system was designed and 
remains in the law basically for the larger commercial countries. It 
went in in 1918. We have been through the battle ever since. I was 
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here a year after, almost the same time. We have been through the 
foreign tax credit battle many years. We have been through treaty 
battles many years. 

Senator George and Senator Smith used to be the subeommittee of 
this committee to consider all of your various tax treaties. 

The tax treaty program really began in about 1926. That was 
designed, as Mr. Carroll has said, to do two things: First, to agree 
upon an allocation of the income between the United States and the 
foreign country. Where does income arise? How are you going to 
compute it? How much income are you going to attribute to the 
activities in the United States and how much will you attribute to 
the activities in the foreign country? Your double tax treaty lays 
down rules for allocation and next it lays down rules as to local tax. 

It just happens that the purpose of the double tax treaty is not to 
set the tax rates, and gentlemen, vour basic problem here is that the 
tax rates both in the foreign countries in most cases and in the United 
States are just too high. Consequently, only when I have to go 
abroad to get something will I make a substantial investment. I set 
forth in the memorandum which I filed with the committee the 
various problems, some of which may exist, or all may exist, or 
virtually none may exist with respect to a foreign country. It is 
highly important, I think, if the executive branch is to carry out the 
instructions of this committee and of the Congress, to negotiate 
special treaties with each country which really wants our money. 

I wouldn’t influence them in the slightest in reaching that decision. 
If they really want it, the first thing they do is to change the attitude 
of their country. India today is seeking money from the United 
States and the attitude of the Indian Government is such that ] 
don’t think they will get any money except capital that has to go 
there. 

India has some things we want. As a matter of fact there are many 
things we need in foreign countries. 

The next objective is to avoid discrimination. ‘That we have done 
in large part through treaties of friendship, commerce, and navigation 
and the State Department says those are the treaties which it has 
negotiated pursuant to the Mutual Security Act. It has nothing to 
do with the purpose of the mutual security. All it does is affect 
discrimination. All the one approved yesterday with Korea does is 
say you don’t discriminate against Americans. 

It doesn’t meet the problem that is involved if you are going to 
encourage the free flow of capital from the United States. I will be 
happy to answer questions but that is my sermon. 

Senator Humpurey. Mr. Alvord, I agree so much with what you 
have had to say about getting at these problems of inviting, making 
it hospitable for American capital to invest, but I don’t think we 
are getting at it very fast 

Mr. Atvorp. I don’t think so, either. 

Senator Humpurey. I have that feeling. I am not going to stand 
in the way of any treaty or try to object to any treaty personally if 
I think it is going to be helpful. 1 am dubious whether we are 
approaching the problem by any method that is helpful at all. You 
mentioned the Korean Treaty. When I was in Spain, I found out 
that American business is having a heck of a time over there. | 
might say if Mr. Kalijarvi is here that that is a good project for our 
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own State Department to undertake so our business people over there 
get a little friendly treatment. 

The CuarrMan. Any other question, Senator Smith? 

Senator Smiru. *May I ask this one question, please, Mr. Chairman? 

The CuarrMan. Certainly, Senator Smith. 

Senator Smitru. Mr. Alvord, I gather you favor the convention but 
you didn’t indicate that the convention as now presented would be 
an inducement for American capital to go to Pakistan, or to some other 
underdeveloped countries if we have provisions like that in treaties 
with them. 

Mr. Atvorp. I favor favorable action by this committee and the 
Senate on this treaty because unfavorable action would have a very 
bad result. But I want you gentlemen to know and anyone else who 
wants to know, including the executive departments and Pakistan, 
that in my humble opinion virtually no capital from the United States 
will be attracted to Pakistan under the present Pakistan regime and 
under this treaty. 

Senator SmirH. Even under this treaty? 

Mr. Atvorp. Even under the treaty. 

Senator Smitu. Thank you. 

Senator Humpurey. You feel the psychological repercussions of 
nonapproval would be bad? 

Mr. Atvorp. Very bad, Senator. 

Senator Smiru. That statement applies to the rest of the world, not 
only to Pakistan? 

Mr. Atvorp. That’s right. I hope the executive branch will not 
continue to rely only on this tax-sparing device with respect to other 
countries. 

Senator Humpurey. Thank you. 

The CHarrMAN. The next witness is Dr. Dan Throop Smith, 
Deputy to the Secretary of the Treasury. 

Mr. Smiru. I have a brief statement that will take me about 5 
minutes. May I do that and then I will comment on some of the 
other points that have been raised earlier. 

The CHarrMan. Very well. 


STATEMENT OF DAN THROOP SMITH, DEPUTY TO THE SECRETARY 
OF THE TREASURY 


Mr. Smiru. I am glad to have this opportunity to reaffirm the 
recommendation for ‘approval of the Pakistan tax treaty. This 
treaty contains a section which would give some recognition of the 
tax-sparing law of Pakistan. Such recognition is in accordance with 
the policy stated by President Eisenhower in the economic report of 
the President for January 1955 when he said that we should continue— 
to explore with other countries the use of the tax treaty as a method of fostering 
a more favorable climate for international investment. Under proper safeguards, 
we should be prepared to give full credit for income taxes that are waived by a 
foreign country for a specified initial period, just as we now grant credit for taxes 
that are imposed. This change would give maximum effect to the laws of other 
countries designed to encourage new enterprise. 

This recommendation has been repeated in various messages since 
that time. 

Senator SmirH. Does that cover all credits? 
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Mr. Smirx. Under proper safeguards we should be prepared to give 
credit for the taxes now waived by foreign countries. I hesitate here 
because I am thinking of the body of the quotation. The thought 
was entirely with reference to underdeveloped countries. 


TAX-SPARING PROVISION AS PRECEDENT FOR OTHER CONVENTIONS 


Senator Smiru. I have understood this Pakistan treaty was going 
to be sort of a model for other underdeveloped countries, but with 
each country treated separately, dependent on local conditions, but 
that it wouldn’t be a new step toward revising our tax treaties with 
France and England, for example. 

Mr. Smiru. It would not be a step toward revising the tax treaties 
with those countries. 

Senator Smita. Then we would have to have a clear policy as to 
the definition of a kind of a nation that would have this tax treaty. 

Mr. Siru. That’s right. 

Senator Humpurey. Doesn’t the most-favored-nation clause apply 
to a tax treaty? 

Mr. Suita. I think not. 

Several of the so-called underdeveloped countries have waived 
some parts of their taxes on new companies in particular industries 
which they consider especially important for their own economic 
development. 

This is an understandable policy to foster economic development 
through private enterprise and initiative. It is also understandable 
that countries with such provisions in their tax laws resent a situation 
in which the taxes they waive and forego are in some way auto- 
matically picked up by the government of another country, in this 
case the United States. 

Accordingly, some consideration of the Pakistan tax-sparing laws 
was included in the negotiations with this country, this country being 
Pakistan, and section 15b of the treaty embodies the results. It seems 
to us a reasonable and desirable part of a complete treaty. It is 
consistent with the policy of reducing tax deterrents to private invest- 
ment and economic development abroad. 


TAX SPARING RECOMMENDED AS MATTER OF TREATY NEGOTIATION, 
NOT STATUTORY LAW 


As the statements in the Presidential messages referred to above 
have always indicated, recognition of tax sparing must be done care- 
fully and with proper safeguards and limitations. I stated in my 
previous appearance before this committee that we would not favor a 
statutory provision for recognition of foreign taxes waived. There are 
two reasons for this position. First, only in a detailed treaty analysis 
and negotiation is it possible to work out appropriate limitations and 
restrictions to prevent abuse through the creation of what might be 
called artificial or fictional taxes which were brought into existence 
only for the purpose of being waived. I referred to this possible 
danger in my earlier appearance before the committee and repeat it 
now. We want to be assured, as we are in the case of Pakistan, that 
the taxes which are waived are general taxes, applicable to all industry, 
and that the waiving of the taxes is also done on a general basis for all 
qualified companies in particular industries. 
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Senator Lone. May I suggest that we read the statement our- 
selves and save time? 

Senator Humpurey. I would like to get Mr. Smith to make any 
comment he wishes to on other testimony that has been made here, 
giving us the Department of Treasury evaluation of the testimony. 

Mr. Situ. I should be glad to try to summarize our general 
proposition. 

The CHarRMAN. You may summarize it now. 

Mr. Smiru. Our basic proposition is that the foreign countries 
have chosen for reasons that they regard as good and sufficient to 
make certain tax concessions within their countries for business 
operating there. I don’t presume to say whether that is good or 
bad or wise or unwise from their point of view, but I certainly recognize 
the rights of other countries to develop their tax systems as they choose 
to do it. <A situation has developed, a situation exists, under our 
law such that when they make a tax concession, the net effect may be 
and frequently is, usually is, that there is just that much more tax 
picked up by the United States Treasury. In other words what they 
waive for their purposes for their economic development insofar as 
United States companies are concerned, means more money into the 
United States Treasury. Now there is a resentment of that fact. 

The CuarrMan. In that case what do they take as the basis? 
Suppose the taxes vary up and down over a series of years. Which 
sum will the United States choose? 

Mr. SmirH. Well, as I stated in my prepared statement here, we 
are sympathetic to this only as a matter of treaty negotiation not as 
a matter of statutory law. As a matter of statutory law it might be 
subject to abuse and maneuver. We are interested only in situations 
where we can work something out on the basis of their particular law, 
and this treaty provides for recognition of the tax concession under 
the Pakistan law in effect as of the date of the signature of the treaty. 

Senator SmirH. X country would do the same thing. You would 
look at those laws and the convention would be based on the peculiar 
conditions of those laws. 


NOT ALL PAKISTAN TAX CONCESSIONS RECOGNIZED 


Mr. Situ. Yes. And as my statement also indicates here this 
concession in the treaty recognizes only a part, from some standpoints, 
only a small part, of the tax concessions which Pakistan itself is giving. 
The last page of my prepared statement indicates several tax conces- 
sions which they have given and which they urged us to recognize in 
the treaty, which we decline to recognize. In other words it was a 
negotiation, a bargaining, on certain things that seemed to us appro- 

riate. 

: The only thing that is recognized here, Senator Green, is their ex- 
emption of the first 5 percent of return on invested capital for the first 
5 years from 3 of the 4 taxes they have. They have not just the normal 
tax and a surtax. They have a business profits tax and then an in- 
come tax and then a supertax on the company and then another 
supertax on the parent company that receives the income. And we 
recognize only part of those under the treaty. 
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SYMBOLIC VALUE OF CONVENTION 


One of the previous witnesses indicated that he felt this was not 
going to revolutionize the flow of capital to furnish countries. I 
certainly agree with that. In my concluding paragraph of the state- 
ment I refer to this as a significant item for such development. 

I do not say a major item. But it has symbolic value. It has 
overtones in terms of international attitudes toward investments. In 
the article that Professor Surrey earlier quoted which I had written 
on this subject—-rather it was a speech that I made, and I made it 
not as a professor, but speaking as the Deputy to the Secretary of the 
Treasury—I indicated that tax sparing of this sort in many instances 
did not actually go much further than was already possible under our 
law insofar as ‘operations through subsidiaries are involved. It 
nonetheless has a significant sy mbolic value. 

Senator Lone. With regard to Pakistan, if you take the gross 
amount of tax that would be paid under the Pakistan laws, in most 
instances the foreign tax credit provision would mean that Pakistan 
would not owe the United States any taxes anyway. 

Mr. Situ. You mean the companies operating in Pakistan? 

Senator Lone. Yes. 

Mr. Smitu. That is correct because their taxes are higher than ours. 

Senator Lone. But it is only because of the particular way in 
which the Pakistan law is drawn tbat the first 5 percent of return on 
invested capital would not get the benefit of the American tax credit 
unless you put this provision in this international agreement. 

Mr. Smitu. That’s right. 

Senator Lone. And you feel that without that you are just not 

oing to make any headway in getting any investment in Pakistan. 
Pn are saying that you feel that we should, where we can make an 
agreement with a country that will make possible the development 
and the flow of some capital to that country, use a treaty device to 
recognize certain tax concessions made in that country in order that 
it might be beneficial and profitable for companies to go into that 
particular underdeveloped country. 

Mr. Situ. That’s right. 

Senator Lone. You don’t advocate this particular policy with 
regard to fully developed countries? 

Mr. Smitu. No, sir. Those countries don’t have tax-sparing. It 
is inconceivable to me that they would have it. 

Senator Lone. What you are suggesting is that looking toward the 
specific underdeveloped country you think we ought to be in a posi- 
tion to make an agreement oe we would recognize that the general 
American law relating to taxation of overseas investments might give 
recognition to some particular provision in the law of that country 
which might make it more desirable for foreign capital to go. to that 
country. 

Mr. Suira. As part of a general treaty where the other country is 
making other concessions to us, as it does in this instance. 

Senator Lone. This does not, you say, as I assumed erroneously in 
the beginning, create a loophole by which the foreign country could 
so set its rates that the American company would be exempt from 
paying tax in both countries. 

r. Smitu. Not so far as any treaties negotiated under this admin- 
istration are concerned because, as I have stated before, in this treaty 
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we provide only for the tax-sparing provisions in effect at the time the 
treaty was signed. 

Senator Humpurey. I noticed that language there. 

Mr. Smirx. We spent months in negotiation with Pakistan trying 
to understand in full detail the intricacies of their law—it is a very 
intricate one, much more complicated than ours. We do not want 
this as a wide open blank check if I may use the colloquial type of 
saying. 

OPERATION OF FOREIGN TAX CREDIT 


Senator Lona. I question whether we are accomplishing anything 
at all with our program of taxing overseas investments. I would be 
very interested to see how much income this country is deriving from 
taxes on American corporations doing business overseas. 

I know those investigating the oil companies were astounded how 
little money those oil companies were paying to the United States 
Treasury. My suggestion to the chairman of the committee was that 
a look be taken to see how much anybody doing business overseas was 
paying to the United States Treasury. It is very, very small, isn’t it? 

Mr. Soiru. I fully agree both with your statement of fact and what 
I believe to be your concern about the operation of the foreign tax 
credit. It is a statutory provision, and incidentally I think—this is 
on the record so I have to be very careful 

Senator Lone. Perhaps you might as well put it on the record. 
You have enough witnesses so you see there is no use putting it off the 
record. 

Mr. Sairu. It might well have been desirable to have our tax credit 
programs a matter of negotiation by treaty rather than a statutory 
provision. But it is a statutory provision. 

The CuHarrMANn. If we now can confine ourselves to this proposal it 
would be better because I would like to emphasize again that it is very 
late. 

Senator Lone. I would like for the witness to complete that state- 
ment and then I will not ask any further questions. 

Mr. Sir. I was going to say we have had concern because the 
tax credit provision as a statutory device does constitute almost an 
inducement to other countries to raise their tax rates to the level of 
our tax rates and as a matter of fact—and this I think is germane, 
Mr. Chairman, and I would like to say it: In 1953, shortly after com- 
ing to the Treasury, assuming my present responsibilities, I took 
occasion as the representative of the United States before a United 
Nations fiscal commission to reverse a position which was on the 
record under a previous administration indicating that the foreign tax 
credit had a good incidental effect because it induced other countries 
to conform their tax systems to ours. 

I stated on behalf of the executive branch then that we had no 
great fondness for our tax system, we had no great fondness for our 
level of rates and we did not consider our tax system a desirable thing 
to export to the other countries. If other countries in the process of 
economic development found a better way to tax, we saw no reason 
why we should try to force our system on them. 

This treaty provision, and this approach through the treaty, is 
consistent with the basic concept of letting other countries operate as 
they choose in their wisdom, which may be less or greater than ours, 
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to try to bring about economic development without having the 
United States law step in and abrogate theirs. 

This is a much more limited thing than has been proposed to us by 
various business groups and by various foreign countries. Various 
groups have said we should not tax foreign income at all. We have 
thus far not agreed with that because that is a more basic change. 
In England, Pr ‘ofessor Surrey referred to something there that brought 
the British law something in line with ours. 

The British proposal goes far beyond that. It completely exempts 
from British taxes the income earned abroad by foreign trading com- 
panies that operate abroad, that is much further than we go. In 
that case the British companies get the full benefit of foreign tax 
concessions. 

Senator HumpHrey. Weren’t you once a professor? 

Mr. SmirH. I am still a professor. 

Senator Humpurey. There is another professor back here and he 
says you are wrong. 

Mr. Suiru. I might say that these two professors, Senator Hum- 
phrey, Professor Surrey and Professor Smith, both of Harvard, have 
written joint articles and conducted joint seminars and we disagree so 
fundamentally on matters of tax policy sometimes it is a bit hard for 
the students to get in and argue with each other because the professors 
are arguing with each other. I had not ever expected that my 
colleague, Professor Surrey, and I would be arguing before this illus- 
trious body but it seems we are. 


EFFECT OF OPERATION OF CONVENTION ON TREASURY REVENUE 


Senator Smit. I have one question I would like to ask the witness. 
Could you give us the estimated tax loss involved in this Pakistan 
treaty and, in addition, for the record your estimate of what would be 
the tax loss to the United States if we had similar treaties with the 
so-called underdeveloped countries. Is it serious? 

Mr. Smiru. I have examined that through the Internal Revenue 
Service as far as possible, and we are not sure that there is any com- 
pany that would get any net tax saving out of this. There is one 
company which has been operating there which indicates that in 1 
year it might have about saved $60,000, in another year might have 
saved nothing, and in another year might have saved $30,000 if this 
treaty had been in operation. 

As to what would happen if this were generalized to other countries, 
it all depends on what particular provision was worked out with those 
countries. I repeat that this is not something in terms of a general 
formula that is universal, that we would propose to make universally 
available. It is a matter of give and take. Let me say also that in 
balancing the possible loss to the Treasury, there are various gains to 
the Treasury of the United States. 

Senator Smiru. That is what I want to get at. Will the Treasury 
suffer terribly from this kind of a treaty? 

Mr. SmrruH. On the contrary, in many respects the Treasury may 
gain. I don’t know what the net effect is. This treaty, for example, 
includes a reciprocal exemption of the taxation of aircraft companies 
operating in each other’s countries. There are American companies 
operating in Pakistan. So far as I know there is no Pakistan com- 
pany operating here. They give up their right to tax there. There- 
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fore, there will be no Pakistan tax. Therefore, there will be no credit 
against the United States tax. Therefore, there will be more net 

nited States tax from that sort of business. I have not tried to run 
that down to see how much for the various companies concerned. 
That provision is a basic provision in tax treaties and without the 
treaty with Pakistan we would not get that. They would tax. There 
would be that much more credit against the United States tax. It is 
quite possible on balance there would even be a gain. 


SYMBOLIC VALUE OF TAX-SPARING PROVISION 


The final point I want to make. This provision has great symbolic 
value. That is, I think it has great emotional appeal to those coun- 
tries which have chosen as a matter of their national policy to try to 
use differential tax treatment to develop their economies. 

All this does is to recognize, subject to what we regard as great 
limitations and safeguards, their right to do that without having the 
United States law, and the United States as a country, arrogate to 
itself the position that we are going to nullify whatever they do, and 
on that basis on behalf of the Treasury Department and the adminis- 
tration I strongly urge the ratification of this treaty. 


ANALYSIS OF TAX LAWS OF OTHER COUNTRIES 


Senator Humpnrey. Dr. Smith, will you be kind enough in the near 
future to give me an analysis of the tax laws of Britain, Germany, 
France, Japan and other major capital countries relating to or com- 
paring those with the United States on this matter of foreign invest- 
ment? 

: Mr. Smriru. That is quite a large order, but I will get it as soon as 
can. 

Senator Humpnrey. I am not asking for it for this particular hear- 
ing. If we are going to be going into treaties like this on tax con- 
ventions and I gather we are, I will take an interest in it and I want 
to know what it is all about. 

Mr. Smrira. It is a fascinating and complex subject. 

Senator Humpurey. Complexity is no reason why one should not 
be involved in it. 

Mr. Soiru. I don’t mean to imply that. 

Senator Humpnurey. A fellow ought not to be involved at all or be 
in it altogether. I want to know what it is about. 

The Cuatrman. Thank you. 

(Mr. Smith’s prepared statement is as follows:) 


STATEMENT BY Dan T. SmitH, Deputy To THE SECRETARY OF THE TREASURY, 
In Support oF THE Tax CONVENTION WitH PakisTaAN BEFORE THE SENATE 
CoMMITTEE ON ForeIGN Revations, Aucust 9, 1957 


I am glad to have this opportunity to reaffirm the recommendation for approval 
of the Pakistan Tax Treaty. This treaty contains a section which would give 
some recognition of the tax-sparing law of Pakistan. Such recognition is in 
accordance with the policy stated by President Eisenhower in the Economic 
Report of the President for January 1955, when he said that we should continue 
“to explore with other countries the use of the tax treaty as a method of fostering 
a more favorable climate for international investment. Under proper safeguards, 
we should be prepared to give full credit for income taxes that are waived by a 
foreign country for a specified initial period, just as we now grant credit for taxes 
that are imposed. This change would give maximum effect to the laws of other 
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countries designed to encourage new enterprise.” This recommendation has been 
repeated in various messages since that time. 

Several of the so-called underdeveloped countries have waived some parts of 
their taxes on new companies in particular industries which they consider espe- 
cially important for their own economic development. This is an understandable 
»0licy to foster economic development through private enterprise and initiative. 
t is also understandable that countries with such provisions in their tax laws 
resent a situation in which the taxes they waive and forego are in some way auto- 
matically picked up by the government of another country, in this case the United 
States. Accordingly, some consideration of the Pakistan tax-sparing laws was 
included in the negotiations with this country, and section 15b of the treaty 
embodies the results. It seems to us a reasonable and desirable part of a complete 
treaty. It is consistent with the policy of reducing tax deterrents to private invest- 
ment and economic development abroad. 

As the statements in the Presidential messages referred to above have always 
indicated, recognition of tax sparing must be done carefully and with proper 
safeguards and limitations. I stated in my previous appearance before this com- 
mittee that we would not favor a statutory provision for recognition of foreign 
taxes waived. There are two reasons for this position. First, only in a detailed 
treaty analysis and negotiation is it possible to work out appropriate limitations 
and restrictions to prevent abuse through the creation of what might be called 
artificial or fictional taxes which were brought into existence only for the purpose 
of being waived. I referred to this possible danger in my earlier appearance 
before the committee and repeat it now. We want to be assured, as we are in the 
case of Pakistan, that the taxes which are waived are general taxes, applicable to 
all industry, and that the waiving of the taxes is also done on a general basis for 
all qualified companies in particular industries. 

The second reason for avoiding a statutory provision for tax sparing is to keep 
it available for negotiation purposes in developing treaties with countries with 
which, thus far, it has not been possible to secure treaties. Our treaties in the 
past have been with countries which have a somewhat similar stage of economic 
development to our own. Ordinary reciprocal agreements to avoid double taxa- 
tion of international income thus have mutual and reciprocal advantages. But 
countries which are at a different stage of economic development than our own, 
with the flow of current business income largely from them to us, typically have 
different concepts of income which gives them a maximum source of revenue and 
which they are loathe to forego. We, on the other hand, under our concepts, do 
not recognize their prior right to tax some of these sources of income and hence 
do not give a tax credit under our statute for the taxes which they collect. Thus, 
with both countries taxing the same income without a fully operative tax credit, 
the international income is subject to a higher tax than it would be in either 
country alone. A tax treaty, by mutual concessions on both sides, can remove 
this discrimination against international income. It is here that tax sparing enters, 
as one of the elements for negotiation in developing mutual concessions that will 
further the flow of private capital and foster the private economic development 
which is so greatly needed in these countries. 

To indicate precisely how this tax sparing would work under the Pakistan 
Tax Treaty, and the limitations on our recognition of the tax concessions which 
they make, I should like to call attention to exhibit A. This describes in some 
detail the rather complex system of income and profits taxes levied on corporate 
income in Pakistan. 

Thus, in the treaty we give recognition to some, but by no means all, of the tax 
sparing which Pakistan has developed to foster its economic development. This 
does not renounce our basic right to tax income from all sources, foreign as well as 
domestic, which we have been urged to do time and time again by business groups 
in this country and by other governments in international conferences. We have 
refused to take any action toward renouncing that right, because to do so would 
be inconsistent with one of our basic concepts of tax policy. This refusal has 
been strongly objected to in various places abroad. 

We do, however, recognize the primary, though not the exclusive, right of the 
countries in which income is earned to tax that income. In this treaty we will 
also recognize the right of Pakistan to forego some of its tax, without stepping in 
and nullifying their tax sparing by absorbing into the United States Treasury the 
amounts which they forego. 

We think it is fair and reasonable that we do so. We think it is in the national 
interest as well as the world interest to foster economic development abroad and 
to have that development made by private capital to the greatest extent possible. 
The tax treaty before you, and the tax-sparing principle embodied therein, we 
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believe to be a significant item for such development. On behalf of the Treasury 
Department and the administration, I strongly urge its ratification. 


Exuipit A 


The income of a foreign company engaged in business in Pakistan through a 
branch is subject to three taxes, to wit: 

The business profits tax on all profits Pakistan source above exemption of 
6 percent of capital: 16% percent. 

The income tax on all such profits reduced by business profits tax: 5 
annas or 31% percent. 

The supertax on all such profits reduced by business profits tax: 4 annas or 
25 percent. 

A rebate of 2 annas on the supertax, however, is granted to any company which, 
being managed in Pakistan, arranges to declare and pay its dividends there. 
For such a company the supertax is 2 annas or 12% percent. A rebate of 1 anna 
is granted to a public company although it does not arrange to declare dividends 
in Pakistan; hence its supertax is 3 annas or 18% percent. There is no rebate 
for a private company which does not arrange to pay dividends in Pakistan. A 
public company is one whose shares are transferable on a stock exchange and 
50 percent of whose voting shares are held by no fewer than 6 persons. A company 
controlled by a public company is also deemed a public company. An example 
of a foreign public company’s total tax burden follows: 

A United States corporation, nonresident in Pakistan, which engages in business 
in Pakistan through a branch: 








Rupees Rupees 
Total taxable profits of year___________- Bee nckiae ei 1, 400, 000 
Business profits tax exemption of 6 pe reent of capital em- 
ewan ms WOMINUN So ocleeee yc ead eet cues.) 200,000 
Income subject to business profits tax_______------- 1, 200, 000 
Business profits tax at 16% percent___.._._.._...--------- 200, 000 200, 000 
eee DOMNNNMONIS Seis Sos ds eds she ec 1, 400, 000 
Pup RNIN OTN MER 535. Sok ol os web ese ek 200, 000 
Profits subject el ee BRS nt) iets Badia iad wihhe 1, 200, 000 
Income tax of 5 annas, or 31% percent___---.-.---------- 375, 000 
Profits subject to supertax Lik. Sib eed Lgah. Jb #, 2a tool, 200,000 
Supertax of 3 annas, or 18% percent _ yWbu be Sante . 225, 000 
(It is assumed that the corporation does not ‘pay divi- 
dends in Pakistan and that it qualifies as a public 
company.) 
Total taxes paid by the corporation a3 timuhnwd.otasd 800, 000 


Percentage of total taxable profits: 57.1 perce nt. 


The income from all sources of a Pakistan company, i. e., a company managed 
in Pakistan which has arranged to declare and pay dividends there, is subject to 
the same 3 taxes, but is entitled to a 2 anna rebate on supertax so that its super- 
tax is 2 annas or 12% percent instead of 3 annas or 18% percent. An example of 
its total tax burden follows: 

A Pakistan resident company, subsidiary of a United States corporation: 
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Rupees Rupees 


Total taxable profits of year. ............-..--.-------- 1, 400, 000 
Business profits tax exemption of 6 percent of capital_---- 200, 000 
Income subject to business profits tax__._...-.---- 1, 200, 000 
Business profits tax at 16% percent____.._.-.------------ 200, 000 200, 000 
Total taxable profits. oo. <0us sc. 5 eesuadncecedsuse 1, 400, 000 
Seed SURES SUC Bic bv hind ot eceanedodbctemtatleans 200, 000 
Profite subject to income tax_................--.- 1, 200, 000 
Tnvome tax of 5 annas, or’ 31% percent. . =... 2 375, 000 
ProGie utisiect: to.suportax. 2.52. Ss SSS eee. 1, 200, 000 
Supertax.of 2iannas or 124 pereent. <4, 552 ocd dake bes eds eee 150, 000 


(It is assumed that the company declares and pays 
dividends in Pakistan.) 


Total taxes of the Pakistan subsidiary_............-..-----.. 725, 000 
Percentage of total profits: 51.8 percent. 


The above Pakistan company may be the subsidiary of a United States corpo- 
ration. It will pay dividends to its parent and under Pakistan law the subsidiary 
must withhold and pay supertax on the dividends, grossed up to include the in- 
come tax, on the parent’s account. The cumulative tax burden of subsidiary and 
parent is illustrated by the following example: 

United States nonresident parent corporation which qualifies as a public com- 
pany and receives dividends from its subsidiary company resident in Pakistan: 


Rupees Rupees 
Subsidiary’s total taxable profits.....................--.- 1, 400, 000 
bess taxes paid to Pakistan: . 62 26... cusuti de i Sk 725, 000 
Avéeiiabie for dividienGgss 6 .o= ccna 2 ce eee 675, 000 
Dividends declared_ Jisb62 awe ta eee a eee 675, 000 
Dividends grossed up (by addition of 3134 percent income 
tax) cccue Pate wtierOs sai CU ele i Se ee ee 981, 820 
Supertax on dividends at 3 annas, or 18% percent____.___._.-------- 184, 080 
SERN GRE DY WUOMAI Task oo haan ble tela helen Be dah cee ed 725, 000 
Total taxes paid by subsidiary and parent_____..._---------- 909, 080 


Percentage of total taxable profits: 64.2 percent. 


While the above illustration follows the Pakistan law, by article VI of the 
proposed treaty Pakistan agrees to give to the United States parent (if a public 
company) an additional 1 anna rebate on supertax, so that supertax becomes 
2 annas, or 12!4 percent instead of 18% percent. At this rate, tax on the grossed 
up dividend of 981,820 rupees would be 122,727 rupees. This figure, added to 
the taxes of 725,000 rupees paid by the subsidiary company on its own account, 
gives a total tax burden of 847,727 rupees, which is a bit over 60 percent of total 
profits. 

Pakistan spares favored new industries the business profits tax without limita- 
tion as to time or amount, but no credit would be given by the proposed treaty 
for that. Pakistan also spares the income and supertax, including the supertax 
on the dividend, but only in an amount equal to 5 percent of capital employed 
in the enterprise and for 5 years. These are the spared taxes which are recognized 
by the treaty. 

Additional tax incentives in Pakistan for economic development, none of which 
is covered or affected by the treaty, are: 

1. An individual who subscribes for and purchases shares in a new approved 
public company of Pakistan may exclude from the base for income and supertax 
income equal to the investment, but not over 20 percent of the first 100,000 
rupees of income, or 10 percent of income above 100,000 rupees. 

2. The salary of a foreign technician engaged for work in Pakistan with approval 
of the Central Government is exempt from tax for year of arrival and for following 
year. 

3. Income from newly constructed buildings is tax-exempt up to 3,000 annas 
for 2'years. 

4. An extra depreciation deduction of 10, 15, or 25 percent (according to type 
of building) is granted on new buildings for the first year after erection. This 
deduction is above the normal allowance. 
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5. An extra depreciation deduction of 25 percent is granted on new machinery 
and equipment installed in Pakistan. This deduction does not diminish the 
normal depreciation deduction, 


The CHarrMAN. The next witness on our list is the Honorable 
Thorsten V. Kalijarvi, Assistant Secretary of State for Economic 
Affairs. He was here earlier and left a statement since he couldn’t 
stay. We will place the statement in the record at this point. 

(Mr. Kalijarvi’s prepared statement is as follows:) 


STATEMENT BY THORSTEN V. KALisARvI, ASSISTANT SECRETARY OF STATE FOR 
Economic AFFAIRS 


Mr. Chairman, I am glad to have this opportunity to present to your committee 
the views of the Department of State on the double tax treaty with Pakistan. 
This treaty was signed recently on the occasion of the visit paid to this country by 
the Minister of Finance of Pakistan. 

I shall address myself particularly to the so-called tax sparing provision of the 
treaty under which we undertake to give credit for certain income taxes waived by 
Pakistan as an incentive to new industries, and I should like to give you a brief 
outline of the economic policy reasons that have led the State Department to give 
its full support to this new departure in our treaty policy. 

As the committee is aware, treaties for the avoidance of double taxation are 
among the principal instruments through which governments create a favorable 
atmosphere for foreign trade and investment. Double tax treaties accomplish 
far more in this respect than a point-by-point analysis of their individual provisions 
would suggest. They bring about a broad overall adjustment of 2 tax systems in 
such a way that movements of trade and investment between the 2 countries are 
facilitated and that conflicts of tax policy are greatly reduced or even eliminated. 
The State Department, which is responsible for the implementation of our treaty 
policy, considers it an important feature of our foreign economic relations that we 
now have double tax treaties with 19 foreign countries which place economic rela- 
tions with these countries under a clear and consistent tax regime. 

The Department of State has, however, been much concerned about the fact 
that we have tax treaties almost exclusively with the countries of Western Europe 
and with other highly developed countries, e. g., Canada, Australia, and Japan. 
We have only one treaty with a Latin American country, and we have no double 
tax treaties at all with underdeveloped countries elsewhere. This situation is the 
more unfortunate since the flow of private investment to underdeveloped countries 
must play an important role in their economic development. We are committing 
very large public resources to the strengthening of many of these countries. I need 
not expand on this theme before this committee beyond saying that our treaty 
program as well as our economic aid program and all other aspects of our foreign 
economic policy should encourage a maximum of private participation in the 
development of underdeveloped areas. 

The reason that our tax treaties have so far contributed little to this goal is that 
many of their standard provisions assume a mutual flow of trade, capital, and 
investment income which normally exists only between countries on a comparable 
level of economic development. Where levels of economic development are not 
comparable, the flow of capital is likely to be entirely from the more developed 
country to the less developed country; and investment income flows in the oppo- 
site direction, from the less developed to the more developed country. This leads 
to peculiar results under our tax treaties. Many of the standard clauses of these 
treaties provide, e. g., that certain types of investment income be exempted from 
taxation by the country in which the income originates, and be taxed only in the 
recipient country. That is fair enough when such income flows both ways. But 
it means that an underdeveloped country has to give up revenue without receiving 
any revenue in return, and this usually under circumstances in which the revenue 
authorities are hard put to make ends meet, 

Yet the United States must insist on some of these provisions. To give you 
only one example, the imposition of taxes on outgoing royalty payments is an 
obstacle to the free movement of technology to the underdeveloped country. To 
us, the removal of such obstacles is the very purpose of our tax treaties. We have 
therefore felt that tax treaties with underdeveloped countries should contain pro- 
visions that brought about a substantial improvement in the climate for trade 
and investment even if these provisions called for a sacrifice of revenue. At the 
same time, we have not been able to overcome the understandable reluctance of 
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the fiscal authorities of these countries to give up present revenue, unilaterally, 
for the somewhat intangible prospect of increased business activity. 

This impasse has led to many proposals that we encourage foreign investment 
in underdeveloped countries by tax legislation rather than by tax treaty, and the 
Department of State is always prepared to study such proposals carefully. But 
there are certain features of the treaty approach that cannot be duplicated by 
legislation. In the field of taxation of private investment, in particular, what is 
needed is usually accommodation on both sides, not just on the United States side. 
Moreover, tax problems differ so widely from one country to the other that solu- 
tions have to be tailor made through bilateral arrangements. Furthermore, tax 
problems are invariably complex; and for that reason alone tax treaties addressed 
to the whole range of tax relationships between two countries cannot be replaced 
by legislation. Rather than abandon the treaty approach in our relations with 
underdeveloped countries, we have sought a solution in the form of the tax-sparing 
provision, that makes the treaty approach mutually acceptable. We are satisfied 
that the tax sparing provision in the Pakistan treaty is inherently reasonable, is in 
line with our treaty policy, and will accomplish our policy objectives. A few 
words about each one of these points will clarify our position. 

Tax sparing is inherently reasonable. We should make it possible for under- 
developed countries to use tax incentives as a policy device for the encouragement 
of private investment in a given field. If an underdeveloped country wishes to 
attract domestic and foreign capital into new industries, tax incentives are clearly 
among the techniques which that country may explore. It is understandable 
that such a country would not take kindly to action by the United States that 
would take away the special benefit which it is granting to an industry or that 
would frustrate its policy. 

Tax sparing is, further, an extension consistent with our treaty policy. Our 
basic principle of taxing all income of all United States nationals, residents, and 
corporations, no matter where such income originates, requires modification at 
many points. Its main corrective is our policy of granting credit for foreign 
taxes—a policy by which we give foreign tax authorities a first claim on income 
arising under their jurisdiction. By the tax-sparing principle, we concede to 
them the further power, not only to tax, but to forego taxes. 

Finally, tax sparing has already proved its value as a policy tool. 

(1) The first concrete result of the tax-sparing policy announced by the admin- 
istration 2 years ago is the treaty with Pakistan. We are actively engaged in 
tax treaty negotiations with 5 Latin American countries. We hope to undertake 
tax treaty negotiations with a large number of additional underdeveloped 
countries. 

(2) The tax-sparing principle will improve our relations with many under- 
developed countries, particularly those in Latin America because they consider 
tax sparing a significant step toward a reconciliation of their and our tax 
philosophies. 

(3) The tax-sparing device, almost alone among measures for the encourage- 
ment of private investment, permits us to extend tax benefits selectively to areas 
and under conditions which will directly further our economic policy. It is in the 
underdeveloped areas that this device proves to be most useful, and it is our 
intention to negotiate tax-sparing provisions only after careful examination of the 
local tax concessions and the way they are administered. 

(4) Tax sparing is geared directly to the economie policy objectives of under- 
developed countries. It operates only if and when new industries are actually 
established. Thus the prospect of increased economic activity, and the prospect 
of a broader tax base is tied directly to the temporary revenue concession offered. 
By enabling underdeveloped countries to use this tool as far as American in- 
vestors are concerned, we can hope to open up a broader field for the private 
sector in general. 

In conclusion, just a word about the Pakistan agreement as a whole. Our rela- 
tions with Pakistan have long been friendly and close. We are allies under the 
South East Asia Treaty Organization and associated under the Baghdad Pact, 
and we are linked by a mutual security treaty. We view many of the great issues 
of the day in the same way. This fundamental accord can be supplemented and 
strengthened by a practical agreement in the sphere of business operations such 
as the double tax treaty before you. We have an investment guaranty agreement 
with Pakistan. We hope to have a treaty of friendship, commerce, and naviga- 
tion as well. The double tax treaty with Pakistan is the first of its kind to be 
negotiated in this part of the world. It is a good, comprehensive treaty that 
should make a substantial contribution to a sound economic relationship be- 
tween our two countries. 
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The CHarrman. Now our last witness is Mr. Colin F. Stam, Chief 
of Staff, Joint Committee on Internal Revenue Taxation. 

I suggest that Professor Surrey submit for the record the benefit of 
wd criticisms or suggestions concerning what has been said here 
today. 

Mr. Siro. May I have the same privilege? 

The CuarrMan. Now, Mr. Stam, if you will let us have the benefit 
from you as the climax to this discussion? 


STATEMENT OF COLIN F. STAM, CHIEF OF STAFF, JOINT COM- 
MITTEE ON INTERNAL REVENUE TAXATION 


Mr. Stam. I won’t take very much of the time of the committee. 
I might mention this fact that in the early days, Senator George 
asked the staff of the joint committee to examine these treaties for 
the benefit of the Foreign Relations Committee. 

The CuarrmMan. Yes. 

Mr. Stam. We have been over these conventions from time to 
time, in some instances we have pointed out certain things which the 
committee felt ought. to be changed. In this particular situation, we 
went thoroughly into the convention and we didn’t find anything 
objectionable in this particular Pakistan convention. 


TAX SPARING DEVICE AS A PRECEDENT 


I did tell the committee the other day when I appeared that as far 
as the suggestion of allowing a credit for tax ehh was not paid was 
concerned, we thought it should be considered in the light of each 
individual convention and should not be taken as a precedent for 
other conventions. We will continue in the future as in the past to 
examine all of these tax conventions as they come up regardless of 
whether a provision has been adopted in a prior convention or not. 
Because I feel that the real merit of these conventions depends upon 
negotiations between the particular country and the United States 
and that is one of the big advantages you get out of negotiations as 
compared with a provision in the tax law which would apply uni- 
formly and in return for which the United States would not obtain 
any concession from the foreign country. 

The CuarrMan. Shouldn’t we formulate general principles which 
you apply in making these differentiations? 

Mr. Sram. In connection with that, Senator Green, you asked the 
other day that we prepare in conjunction with the Treasury Depart- 
ment and the State Department a statement of the general principles 
that govern. 

The Cuarrman. Yes. ‘ 

Mr. Sram. I would not think that in that statement which we are 
preparing for you, this device should be regarded as a general pattern. 

The CHarrmMan. I can understand that but that is one of the general 
principles you want to apply. 

Mr. Sram. Only in this situation. 

The CuarrmMan. Yes. 

Mr. Sram. But it should not be considered a principle or guide to 
be automatically adopted in other conventions. As I say, we have 
examined this tax-sparing device. It is a very small part of the whole 
convention and we did, in our statement before the committee the 
other day, call the committee’s attention to this principle. It is such 
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a small part of the whole convention, it is like the tail wagging the 
dog rather than the dog wagging the tail, and we could see no objection 
to it so far as Pakistan is concerned. 

That’s all I have to say. 

The CuarrmMan. Thank you very much indeed. 


VIEWS OF WAYS AND MEANS AND FINANCE COMMITTEES 


Senator SmirH. May I ask one question? Your connection with 
the Finance Committee of the Senate and with the Ways and Means 
Committee of the House leads me to ask this question. My own 
feeling is that I will join with Senator Morse and others here in 
recommending that we submit this convention to both those com- 
mittees: I am just suggesting that they give us their advice on these 
points that have been raised. 

The Cuarrman. I think it would have some effect on delaying the 
treaty. We have examined the treaty very closely and it seems to 
follow closely the approach in the other treaties. If you submit it 
to the Ways and Means and the Finance Committees, I don’t think 
they would probably want to take the responsibility that belongs to 
this committee so it would delay action. 

Senator Lone. Mr. Stam, you serve on the Joint Committee on 
Internal Revenue Taxation and I believe about 3 or 4 or 5 members 
of the Finance Committee serve on the joint committee? 

Mr. Sram. We have 10 members of the joint committee and 5 are 
from the Senate and 5 from the House. 

Senator Lona. The five Senate members are all members of the 
Finance Committee; are they not? 

Mr. Sram. Yes. 

Senator Lona. So one-third of the members on the Finance Com- 
mittee serve on the joint committee. Do those five members know 
about this particular measure? 

Mr. Sram. I don’t believe they do. I haven’t discussed it with 
them. Senator George used to be a member of the joint committee as 
well as the Finance Committee and this committee. 

Senator Lona. That’s correct. I just wonder about the attitude 
of the members on the Finance Committee. My guess is—and I 
serve on that committee, as you know—that those members would 
feel that they were entitled to a look at particularly this first precedent 
before it was established. They might not feel that they are entitled 
to look at anything but this provision. 

The CHarrMan. It seems to me the Finance Committee is as much 
interested as we are. 

Senator SmirxH. Senator John Williams is on your committee. He 
has requested that that committee be permitted to look over this. 

Senator Lona. I think a very good case has been made for this 
particular situation here, not as a general proposition, but as a specific 
proposition. 

Mr. Stam. That’s right. 

Senator Lona. But I do feel that the members of the Finance Com- 
mittee who pass on the subject of this foreign tax credit, the whole 
general field of it, would feel that before the Foreign Relations Com- 
mittee might start offering executive agreements and treaties that 
deal with taxation of foreign corporations they would want to know 
what we are doing here. 
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Mr. Sram. It would be unfortunate to bring one particular point 
to them. This is such a broad subject and this is a small part of the 
whole program. 

Senator Lone. You could offer them this as a good example of what 
you have in mind for the future, as the first example. I think this 
makes one of the best cases you can make for it. 


ARAMCO SITUATION 


Mr. Sram. I might mention one point that hasn’t been developed. 
We are looking into the Aramco situation for the Finance Committee. 
As far as our investigation discloses up to the present time, this 
particular tax that was imposed by Aramco, which some are arguing 
is an additional royalty, was imposed with the foreign tax credit in 
mind. 

Senator Lone. Yes. 

Mr. Sram. It was pointed out by American advisers to the King 
that the additional tax would not put any extra burden on the com- 
pany. I believe that some foreign countries do raise their tax rates 
because of the foreign tax credit we have in this country. 

Senator Lone. There is one thing about this foreign tax credit that 
doesn’t appear. When Aramco is doing business in Saudi Arabia and 
pays a credit that would amount to the same tax that they would 
pay to this Federal Government, if those same corporations are pro- 
ducing oil in Louisiana, they have to pay State taxes in Louisiana 
for which they get only a deduction and no credit. That being the 
case, taxwise they are at a disadvantage doing business in Louisiana 
as against doing business in Saudi Arabia. 

Mr. Stam. Except for the risk involved. 

Senator Lone. Except for the risk involved and they have an 
economy operation over there. Oil is in shallow depth and is in 
fantastic quantities. Nevertheless even taxwise they are at a dis- 
advantage at that stage. There is a tariff on oil and it does tend to 
equalize it but it doesn’t make up completely for the State actions 
that we have. 

Mr. Sram. That’s all I had to say. 

The CuarrMan. Thank you very much for appearing. 

You were of great help. 

The hearing will be adjourned now. That concludes this hearing. 

Thank you very much, gentlemen. 

(Whereupon, at 1 p. m. the hearing was adjourned.) 








